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9 RECESSION OR EXPANSION IN 1961?—A JOINT FORECAST OF THE 


BUSINESS OUTLOOK AS SEEN BY 23 EXPERTS sig 
The current mild recession has just about run its course and it should be a good year for \ Bus 
business from then on, this article, based on the Ninth Annual UCLA Faculty Forecast of | mis 


the Business Outlook, states. A two percent rise in the GNP, bringing it to an all-time high tior 
in 61 is predicted, along with increases in disposable consumer income, stable wholesale | pos 
prices and a cut in inventories. For the executive who wants to know what lies ahead for firn 
the coming year, this article is “must” reading. | 
® ROBERT M. WILLIAMS, who organized and directed . | 
the business forecast reported in this article, is Associate 
Professor of Business Economics and Statistics and Acting 
Director, Division of Research, for the Graduate School 
of Business Administration at the University of California, | 
Los Angeles. He received his Ph.D. in Economics at Har- ' 
vard University and, prior to joining the UCLA faculty | 
in 1952, taught at Harvard and Dartmouth College and 

served as Economist for the Federal Reserve Bank of | 
Kansas City. 


17 THE FUTURE ROLE OF THE CORPORATE PLANNER 


The corporate planner, gadfly in the side of progress and sworn enemy of the compla- 
cency and love of the status quo which hardens many a big firm’s arteries, is moving into 


the driving seat in many organizations today. For an over-all view of why, how, and the Qu 

men best fitted to assume such power, see this article. be : 
. a _ , ; of s 

@ CHARLES E. SUMMER, JR., is Associate Professor of ; 


Management of the Graduate School of Business at _ 
Columbia University, where he is also Faculty Coordi- 

nator for the Executive Program. Before he became a ) 
teacher he was Manager of Research for Booz, Allen and 

Hamilton, management consultants. His degrees are from 

the College of William and Mary, the Wharton School, 

University of Pennsylvania, and Columbia. He is the au- 

thor of the book Factors in Effective Administration and 

serves as consultant on organization planning and execu- 

tive development to private businesses. 


32 THE JAPANESE WORKER 


Labor is not the same the world over and automobile assemblers and steel mill workers 
in Osaka and Tokyo do not work for the same reasons as their opposite numbers in Pitts- 
burgh and Detroit. There is strong evidence, however, this article reports, that cultural 
values are a key force which can integrate a group and increase the productivity and job 
satisfaction of its members. 


@ ARTHUR M. WHITEHILL, JR., is Reynolds Professor 
of Human Relations at the School of Business Administra- | 
tion, University of North Carolina. He is the author of | 
two books on human relations in management and many 
magazine articles. He has served as visiting professor at 
the Harvard Graduate School of Business Administration 
and been Fulbright Professor at Keio University in Tokyo 
where he began the research, just recently completed, 
reported in this article. It will later be incorporated into 
a monograph to be titled Japanese Workers: Gimu in 
Transition. 
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INTERNATIONAL INTELLIGENCE FOR THE INTERNATIONAL ENTERPRISE 39 


or ~—«YSCS:sé@Bussiinness intelligence is no cloak and dagger affair, but the penalties for inaccuracy or 
al | misevaluation can be equally grave in these days of seething nationalism and expropria- 
) | tion. For that reason companies operating abroad need an intelligence officer to keep them 
1c | sted on developments. Often he is, or should be, one of the smoothest members of the 
- | firm. This article tells how to pick him, train him, and use him to advantage. 


® JOHN J. BEAUVOIS, an Associate with McKinsey and 
| Company, Inc., international management consultants, is 
a specialist in the field of international business. Educated 
at the University of Paris and the Harvard Graduate 
School of Business Administration, he has had particular 
experience in the farm equipment and chemical industries. 
Before becoming associated with McKinsey and Company, 
he was with the International Division of Warner-Lam- 
bert Pharmaceutical Company, serving at company head- 
quarters and abroad. The day he completed this story for 
CMR, he enplaned for Paris and another overseas assign- 
ment. 


SETTING SALES QUOTAS 47 
ito 


ne Quotas, a frequent bone of contention between management and its sales force, need not 
be set haphazardly, if the marketing manager sets them in accordance with the principles 
of scientific management. In this article the author reveals some statistical weapons which 
many firms can use in their marketing plans. 


® DONALD R. HERZOG is a senior military market ana- 
lyst for Texas Instruments Incorporated. His job titles have 
included those of marketing analyst for the W. A. Scheaf- 
fer Pen Company, manager of marketing research for Aro 
Equipment Corporation, and marketing specialist for Solar 
Aircraft Company. He received his doctorate at the State 
University of Iowa and has taught marketing management 
at several universities. He is the author of a forthcoming 
book about labor relations in the maritime industry. 
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53 THE POPULATION EXPLOSION—ITS IMPLICATIONS FOR BUSINESS 


Though the skyrocketing birthrate may gladden the hearts of bassinet and baby food 
manufacturers, it is also a gloomy statistic for business to reckon with in the years to come 
as living room becomes scarcer and the number of dependents far exceeds the number of 
working adults. Its implications, both menacing and beneficial, are sketched here. 


¢ JAMES GILLIES is Assistant Dean of the Graduate 
School of Business Administration, University of Cali- 
fornia, Los Angeles, and Associate Professor of Urban 
Land Economics there. He is an authority on housing, 
author of four books and over a hundred articles for 
popular magazines and scholarly journals on the subject. 
Dean Gillies is an advisor to the Housing and Home 
Finance Agency and the Antitrust Division of the Depart- 
ment of Justice in Washington, D.C. He is also Economic 
Advisor to the Building Contractors Association of Cali- 
fornia. 


61 STOCK DIVIDENDS ARE LEMONS, NOT MELONS 


There are easier ways to reduce surplus and keep the stockholders happy than by de- 
claring stock dividends, this author states and shows, using a true case history of a recent 
stock dividend declared by a “name” firm to prove it, how much it costs the issuing firm 
and the “lucky” stockholder to take part in such a deal. 


@ STEPHEN H. SOSNICK is Assistant Professor of Agri- 
cultural Economics at the Davis campus of the University 
of California. He has taught economics at Princeton Uni- 
versity and is the author of a number of magazine articles 
dealing with price theory, marketing and other aspects of 
economics. He is a graduate of the University of California 
at Berkeley, where he received his bachelor’s and doctor’s 
degrees. 


83 HOW MANAGEMENT CAN USE THE IMPROVEMENT PHENOMENON 


Defense corporations, and others with the resources to do so, have long used the Improve- 
ment Phenomenon to estimate markets and price their products. Here is a blueprint as 
to how it is done. 


® JOHN G. CARLSON is an Assistant Professor of Indus- 
trial Management at Stanford University. He received his 
Ph.D. in Engineering at the University of California, Los 
Angeles, where he was also a Lecturer in Production Man- 
agement and Research Associate at the Western Data 
Processing Center. His specialty is Industrial Engineering. 
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MANAGEMENT IDEOLOGY: MYTH AND REALITY 95 


What is management's first obligation—to earn a profit or promote social progress? Back 
in the days of Adam Smith, there was only one answer to this question. Today, manage- 
ment often has to give a qualified answer. When the twin loyalties conflict, there is strain 
on the management role and stress for the individual. What to do about it? The author 
suggests some answers. ‘ 


® THOMAS A. PETIT is Assistant Professor of Marketing 
and Assistant Dean for Undergraduate Student Affairs of 
the School of Business Administration at the University of 
California, Los Angeles. This article on management ide- 
ology, its folklore and its truths, came out of his experi- 
ences last year as a Ford Foundation post-doctoral fellow 
in the Department of Social Relations at Harvard Uni- 
versity. 
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RECESSION OR EXPANSION IN 1961? 


A JOINT FORECAST OF THE BUSINESS OUTLOOK AS SEEN BY 
TWENTY-THREE EXPERTS 


ROBERT M. WILLIAMS 


Prediction for 61: The recession is on its way out. Recovery should occur before 
midyear, and from then on the track is clear and business has the green light 
for expansion. By the end of 1961 the American economy should reach a new 
high with a GNP of 514 billion dollars for the year. This is the collective opinion 
of twenty-three economists and authorities on business whose forecast of the 
shape of things to come in the business world is printed here with substantiat- 
ing data and figures. 


196 l should be a good year for busi- For the year, we can expect an increase 
ness. The current mild recession, legacy of in the Gross National Product of at least two 
the waning quarters of 1960 will shortly be percent over last year, thus setting a new all- 
a thing of the past and there is every in- time high for the American economy. Look 
dication that soon, definitely during the first for the green light about May or June, but 
half of this year, production and trade will look out for several soft spots, namely a de- 
pick up and expansion will once again be- crease in gross private domestic investment 
come the normal pattern of business activity. which may hold back outlays for new plants 
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and equipment, lower corporate profits, 
some rise in unemployment, and a continued 
increase in consumer price levels of about 
one percent. 

This generally optimistic forecast, which 
takes into full account present conditions as 
well as the recent erratic behavior of the 
stock market, is the collective opinion of 23 
members of the faculty of the Graduate 
School of Business Administration at the 
University of California, Los Angeles who 
participated in that Ninth 
Annual Faculty Forecast of the Business 
Outlook for 1961. 

For more than eight years, this group has, 
at year’s end, analyzed the state of the eco- 
nomic health of the nation and predicted the 
shape of things to come in the business 
world. To date it has had an excellent “bat- 


institution’s 


ting average” for accuracy. Its forecasts, 
published each year since December 1952, 
have proved to be close to the actual figures 
published a year later. 

In all but two years, this margin of error 
in predicting total economic activity has 
been on the side of understating rather than 
overstating what actually happened. (A year- 
by-year scoreboard of predicted and actual 
figures is given in Table III which accom- 
panies this article.) In each year of its exist- 
ence, the forecast has successfully predicted 
the direction of change in total business 
activity for the year in question. 


1% Consumer Price Rise 

This year’s forecast group agrees that half 
of the predicted two percent increase in the 
GNP will result from the effects of price in- 
creases. However, the remaining one per- 
cent will represent actual new production 
which must be chalked up as a net gain for 
our economy. 

Other bright spots in the picture, as fore- 
cast, are a rise in disposable consumer in- 
come which will be reflected largely in 
purchases of nondurable goods and services; 


greater availability of mortgage credit, 


which will result in 50,000 more new hous. 
ing starts than last year, and strong signs 
that this will be a very good year indeed for 
automobile sales. The forecast estimates 
that some 6.5 million passenger cars will be 
built. 

While consumer prices will continue to 
rise about one percent during the year, 
wholesale prices are expected to remain 
steady and there will be a cut in inventories 
of about a billion dollars. 

Less favorable elements in the business 
outlook for 1961 are the expectation that un- 
employment will be greater in 1961 than in 
1960, due to the fact that the gain of one 
percent in real GNP is not enough to absorb 
normal additions to the labor force. Also, 
industrial production, as measured by the 
Federal Reserve Board’s Index, will probably 
rise only one point from 108 last year to 109 
in the coming year. 


Lower Profits 

There is the prospect of lower corporate 
profits which will doubtless hold back out- 
lays for new plants and equipment. The 
gross private domestic investment is ex- 
pected to drop and no significant rise in this 
component of investment should be antici- 
pated before 1962. 

The all-important area of government 
spending is expected to jump five billion 
dollars in 1961, but four-fifths of the increase 
will be at state and local levels. In spite of 
the change in administration it is felt that 
the federal budgets for fiscal 1961 and 1962, 
which were made up by the Eisenhower 
administration, will not be increased sub- 


stantially. 


Stock Market Gyrations to Continue 


The stock market will probably continue 
its erratic course, the forecast concludes, 
adding that the spread between the coming 
year’s high and low points is apt to be in the 
neighborhood of 110 points, The forecasters 


do not believe, however, that the Dow-Jones 
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aad | TABLE I 
o | SEVEN Economic Series 1956 To 1960 aNp Forecasts For 1961 
or ee . 
tes | > Z | Actual oi Forecast 1961 
be = 1956 | 1957 1958 | 1959 ay Median Range 
ae | ae ee 
to | 1. Gross National Product | 
‘ar, (billion dollars).... -s] 419 443 444 482 504 514 500-525 
ain | 2. Federal Reserve Board Index | | 
hes of Industrial Production (ad- | 
| justed, 1957 = 100).......... 99 100 93 | 105 108 109 103-112 
3, Private Housing Starts 
ESS | eer cree ya | ae 1.2¢ 1.3¢ 1.52 1.25) 1.3 1.24-1.60 
un- | 4, Automobile Production | 
‘te ere | §.8 6.1 4.2 5.6 6.7 6.5 (6.0 -7.2 
> 5, Wholesale Price Index (1947- | 
= 1949 = 100).............005. | 114.3 | 117.6 | 119.2 | 119.5 | 119.4 | 119.8 | 117-122 
orb | 6. Consumer Price Index (1947- | 
Iso, ieee wt TOU). cceeess Me 116.2 | 120.2 | 1238.5 | 124.6 126.5 127.8 125-130 
the , 7. Dow-Jones Average of 30 In- | | | 
bly | dustrial Stocks—High 521 521 | 584 | 679 685 670 580-705 
09 Low 462 429 437 | 574 566 560 | 480-590 
* Estimated. 
| average of 30 Industrials for 1961 will drop Frank E. Norton, George W. Robbins, R. 
ate more than a few points below the lows estab- Thayne Robson, John Shelton, George A. 
ut) lished in October 1960. Steiner, Robert Tannenbaum, Roger B. 
he | These are the highlights of the Faculty Ulvestad, Jr., Fred Weston, Robert J. Wolf- 
ex. | Forecast for 1961. Twenty-three men partici- son, and the author. 
his pated in the undertaking and the group in- At a meeting of the group in November 
ici- | cludes experts in economics, real estate, individual predictions were submitted. As 
| finance, production, accounting and the stock director of the project it is my responsibility 
va ( market. One member has served on the to collate this data, take the median average 
ion | President’s Council of Economic Advisers; and present it as the Faculty Forecast. As 
ase. | two others have been senior staff economists spokesman for the group I have been asked 
> of for the Council; some have held national and to discuss our methods of work and measur- 
hat | state government planning posts; many have able results. 
62, acted as planning advisers to private cor- F : 
_ porations; most are authors of books and Seven Economic Series Used 
ub- | monographs on their special subjects and all Our predictions deal with seven economic 
| are members of the faculty of the Graduate series—the Gross National Product, Federal 
- | School of Business Administration at the Reserve Board Index of Industrial Produc- 
University of California, Los Angeles. tion, Private Housing Starts, Automobile 
_ Their names are Theodore A. Andersen, Production, Wholesale Price Index, Con- 
les, Elwood S. Buffa, Albert B. Carson, Fred E. sumer Price Index, and the Dow-Jones Aver- 
ing | Case, David K. Eiteman, Benjamin Graham, age of 30 Industrial Stocks. In Table I, 
the Leo Grebler, James R. Jackson, Neil H. printed here, we present actual data for the 
ters Jacoby, Raymond J. Jessen, Fred Massarik, years 1956 through 1959, estimated data for 
mes 


Wayne L. McNaughton, A. N. Mosich, 1960, and our forecast for 1961. 
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Each forecast represents the average 
(median) of the separate forecasts made by 
each individual participant. The range of the 
23 different predictions is shown in the last 
column of Table I. 

As the table indicates, the Gross National 
Product (GNP), which measures the value of 
the total output of goods and services in the 
nation, is expected to rise from 504 billion 
dollars in 1960 to 514 billion dollars in 1961. 
The range of the 23 individual forecasts for 
GNP is from 500 to 525 billion dollars. The 
median forecast indicates an increase of 10 
billion dollars or about 2 percent over the 
1960 figure. 

This increase is substantially less than oc- 
curred in 1957 and 1959 but exceeds that of 
1958 during the last business recession. 

About one-half of this expected increase 
in GNP will result from the effects of price 
increases. Hence, the physical volume of out- 
put of goods and services will increase only 
about 5 billion dollars or 1 percent. 

This is not enough to absorb normal addi- 
tions to the labor force, and therefore, unem- 
ployment will be greater in 1961 than 1960. 
A more detailed analysis of the trend in GNP 
and its components during 1961 is given in 


Table II. 


Industrial Production 


The Federal 
Industrial 


Board Index of 
Production—which measures 
changes in the physical volume of output 
in the manufacturing, mining, and _ utilities 


Reserve 


industries—is expected to average 109 in 
1961 compared with 108 in 1960. This in- 
crease is compatible with the 1 percent ex- 


pected increase in GNP in constant prices. 


Residential Construction 

Total private housing starts are expected 
to be 1,300,000 in 1961—an increase of 
some 50,000 over last year—but this number 
is considerably short of the 1,520,000 dwell- 
ing units started in 1959. Vacancy rates in 
existing housing have been higher in recent 


months than any time in the postwar period, 
and this is an important factor in the cur. 
rently depressed level of residential construc. 
tion. Mortgage credit, on the other hand, 
which was another factor limiting residential 
building in 1960 is expected to be more 
abundant in 1961. 


Automobile Production 


In 1960, more passenger cars were pro- 
duced in the United States than in any 
previous year except 1955 when output was 
7.9 million. Another very good automobile 
year is expected in 1961, and the median 
forecast is for an output of 6.5 million pas- 
senger cars. In contrast to the present situa- 
tion in which the economy is expected to re- 
ceive strong support from the automobile 
industry, in the 1958 recession automobile 
output declined to 4.2 million, the smallest 
number since production was resumed at the 


end of World War II. 


Wholesale Prices 


Despite fluctuations in the price of some 
component products, the average wholesale 
price level has been stable for the last three 
years. This stability is expected to continue 
in 1961, and the median forecast calls for 
an increase in the Wholesale Price Index of 
the U. S. Bureau of Labor Statistics of only 
0.4 points or about 0.3 percent above the 
1960 average. 


Consumer Prices 

Unlike wholesale prices, average consumer 
prices have increased 1 percent or more each 
year since 1955. This rise is largely ac- 
counted for by increases in particular com- 
ponents including rent, transportation, medi- 
cal care and some other services. The Con- 
sumer Price Index of the Bureau of Labor 
Statistics is expected to continue rising in 
1961, and the median forecast of 127.8 repre- 


sents an increase of 1.3 points or 1.0 percent 


above the average level for 1960. 


| 
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The all-time peak of 685 in the Dow-Jones 
Average of 30 Industrial Stock Prices, 
reached in January 1960, was followed by a 
substantial decline, which carried the DJA 
down to 566 last October. At the time the 
forecast was made late in November, the 
DJA was about 600. 

The median forecast for 1961 calls for 
fluctuation between 560 and 670, a range of 
110 points. This suggests that 1961 will not 
record new highs in stock prices, but on the 
other hand, the low expected in 1961 is not 
far under that established in 1960. 


Components of GNP 


Table II shows the major components of 
Gross National Product from 1956 to 1960 
and projections for 1961 by quarter at an- 
nual rates. This model is not meant to be a 
forecast of events, but rather provides one 
possible pattern of economic behavior dur- 


ing 1961. The basic assumption made is that 


the current business recession will be mild 
and that recovery will be sufficiently rapid 
to generate a GNP of 514 billion dollars for 
the year as predicted in the UCLA Faculty 
Forecast. 

The pattern shown in Table II is similar 
to that for 1958 when GNP increased slightly 
in the second quarter and then rose more 
rapidly in the third and fourth quarters. 
However, the decline in GNP of 16 billion 
dollars between the third quarter of 1957 
and the first quarter of 1958 was much 
greater than the decline expected in the cur- 
rent recession. In fact, no significant decline 
is expected in quarterly rates of GNP during 
the current mild business recession. 

Consumer expenditures, especially for 
nondurables and services, are expected to in- 
crease substantially during 1961. In general, 
consumption is closely tied to personal dis- 
posable income which is expected to increase 
throughout the year. 


Table II 
Components of GNP 1956-1960 and Projections for 1961 by Quarter 
(Billion dollars) 


I} 








Actual 1961 projections 
ae Esti- ieee pCR i — 
mated Quarter 
1956 | 1967 | 1988 | 1989) * |_——________ — 
eee 2 a 
Consumer Expenditures. ......| 270 | 285 | 293 | 314 | 329 | 335 | 337 | 341 | 347 | 340 
Durables 39| 40| 37| 43| 44 | 43] 43| 44] 46 | 44 
Nondurables 131 | 138 | 142 | 148 153 | 156 | 156 157 | 159 | 157 
Services 100 | 107 | 114 | 123 | 132 136 | 138 | 140 | 142 | 139 
| | | 
| | | | 
Gross Private Domestic Investment... 67) 66| 56| 72| 72 | 65| 65| 67 | 71 | 67 
Residential construction 81 171i Bi B@i@i Btw Ss 24} 22 
Other construction, equipment 45 | 47 | 40| 44) 48 | 48] 46 | 45 | 45 | 46 
Inventory change 5 2 ee | 3 | -3 —2|-1| 2 | —] 
| | | 1 
} | | | 
Net Exports of Goods & Services 3 5 | 1| -1 3 2) 2 | 2 | 2 | 2 
| | | 
Government Expenditures for Goods & | | | 
Services....... Locceveeeseseses| 79 | 87| 94] 97] 100 | 102 | 104 | 106 | 108 | 105 
National defense 10 | 44) 45 | 46 | 45 | 45 | 46) 46] 47 46 
Other federal 6| 6 8 8 | Sle “SS | 8} 8 8 
State & Local 33| 37) 41] 44| 47 | 49] 50) 52) 53] 51 
| | | | 
Gross National Product 419 | 443 | 444 | 482 | 504 








| 
504 | 508 | 516 | 528 | 514 
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Private Investment to Drop 

Gross private domestic investment is ex- 
pected to decrease in 1961, although expen- 
diture for the residential construction com- 
ponent will be higher according to the UCLA 
Faculty Forecast of private housing starts. 
Other construction (including commercial, 
industrial, farm and institutional building) 
and equipment (farm and nonfarm) is ex- 
pected to decline in 1961 largely because of 
reductions in expenditure for business plant 
and equipment. 

Reduced outlays for plant and equipment 
are caused by such factors as excess capacity 
in some industries, lower corporate profits, 
and higher borrowing rates. Although these 
underlying factors may change in 1961, plant 
and equipment expenditures typically are 
slow to respond to such changes. Hence, a 
significant increase in this component of in- 
vestment is unlikely before 1962. 


Inventory Reduction Expected 

In large measure, the postwar recessions 
in the American economy resulted from 
fluctuations in investment in business in- 
ventories, and the current recession is no ex- 
ception. Inventories were built up rapidly 
after settlement of the steel strike early in 
1960. For many companies, expansion of 
sales and new orders failed to justify such 
large stocks of goods. 

Hence, whereas inventories were in- 
creased by four billion dollars in the first 
half of 1960, inventory disinvestment oc- 
curred in the last half of the year. Disinvest- 
ment in stocks is expected to continue, al- 
though at declining rates, through the third 
quarter of 1961. For the year 1961, it is ex- 
pected that total inventories will decline by 
one billion dollars. 

Net exports of goods and services, which 


were negative in 1959 and recovered to a 
positive three billion dollars in 1960, are 
projected at the rate of two billion dollars 
through 1961. 


Government Purchasing 


Government expenditures for goods and 
services are expected to increase in 196] 
by five billion dollars, largely because of 
greater outlays by state and local gover. 
ments. Since 1958, federal expenditures for 
goods and services for defense and other pur- 
poses have fluctuated between 53 and 54 
billion dollars, and the latter figure is the 
expected federal outlay in 1961. 

It is entirely possible, of course, that the 
propose 
changes in this spending pattern. However 
the budget for the fiscal year 1961 ending 


Kennedy Administration — will 


next June 30 would be difficult to alter sig- 
nificantly, and the budget for fiscal 1962 is 
also a product of the Eisenhower Administra- 
tion. Nevertheless, unforeseen changes in 
either the domestic or international situa- 
tion could dictate significant changes in rates 
of federal spending. 

The federal government influences the 
level of business activity in other ways than 
through its large expenditure for goods and 
services. First, some large federal expendi- 
tures are excluded from the national product 
accounts because they do not represent pay- 
ment for services produced currently. 


Transfer Payments 

These outlays—called “transfer payments” 
—include interest on the debt, unemploy- 
ment compensation, veterans benefits, and 
social security benefits. Although excluded 
from GNP, these transfer payments repre- 
sent purchasing power which directly affects 
the level of consumption in the economy. 

Second, tax policy does not affect GNP 
directly, but, to cite two examples, changes 
in corporation tax rates affect spending for 
plant and equipment and changes in personal 
tax rates affect consumption. Therefore, any 
changes which may be made in the level of 


transfer payments or in tax rates will affect 
GNP. 





Accur 


Con 
econo! 
UCLA 
rate, a 
are Mé 
follow 
edge ¢ 
are slc 
must | 
busine 
UCLA 
directi 


the fo: 


Ev 


Year 


1953 
1954 
1955 
1956 
1957 
1958 
1959 
1960 

ma 





Series 
Inde 
Whe 
Con 


Series 
GN] 
Priy 
Aut 
Dov 





RECESSION OR EXPANSION IN 1961? / 15 








Accuracy Record 2.8 Percent Margin of Error 
nd Considering the great hazards inherent in Table III shows the error in the GNP fore- 
6] economic prediction, the forecasts of the casts. In six of eight years, GNP was under- 
of UCLA faculty have been reasonably accu- estimated by 6 to 26 billion dollars, while 
m- rate, as Tables III and IV prove. Forecasts GNP was overestimated in 1958 and 1960 by 
for are made about the first of December for the ~ 4 and 13 billion dollars, respectively. In per- 
ur- following year on the basis of existing know]- centage terms, the errors range from minus 
54 edge of business trends. Most economic data _6..5 to plus 2.6 and average 2.8 percent over 
the are slow to appear in print, and all forecasts all. 
= must be based in part on estimates of recent Table IV shows the error in forecasts of 
the | business conditions. As stated previously, the seven economic series in 1960. Previous to 
sie UCLA faculty has correctly predicted the the 1961 forecast, three series (Industrial 
er direction of change in GNP each year since production, Wholesale prices, and Consumer 
“ the forecasts began in 1952. prices) were forecast for October of the fol- 
Pg lowing year and four series (GNP, Housing 
i Table III starts, Automobile production, and the Dow- 
ra Evaluation of UCLA Faculty Forecasts Jones Average) were forecast for the year 
in of ¢ INP, 1953-1960 ahead. In 1960, errors of less than 1 percent 
“a - (Billion dollars) | were made in forecasting the first three 
iis = ea series. Although errors were larger for the 
Year iain Actual — other four series, all of these are volatile and 
. | Amount | Percent difficult to predict. 
han 1953 | 353 5 | -12 | -3.3 Group Tops Individuals in Accuracy 
mad 1954 | 357 363 ~¢ | 
di. 1955 | 372 398 ~— | wee A final comment seems indicated to ex- 
- 1956 | 409 119 —10 —2.4 plain the use of the median as the best 
mn 1957 | 435 443 ~o —1.3 method to obtain a consensus of faculty views 
aay: 1958 | 448 | 444 + 4 +0.9 ; 
on | 466 499 17 _3 8 on the business outlook. Ideally, perhaps, the 
1960 517 504 413 | 42.6 faculty should be able collectively to develop 
a 7 —__'____a single forecast of GNP and other series 
nts” Table IV 
loy- valuation of UCLA Faculty Forecast of Seven Economic Series in 1960 
and = | 
ided | | Error 
| ’ Forecast =| Actual ‘Wieeeememitccas 1 - 
pre- | | Amount | Percent 
rects aan ees 
‘ Series Forecast for October 1960 | | | 
/ Index of Industrial Production 107 107 | 0.0 | 0.0 
GNP Wholesale Price Index 4) 120 19.2 | Os | O27 
nges Consumer Price Index. . . | 127.0 2.3 | 0.3 | —0.2 
x for | 
: Series Forecast for Year 1960 | 
sonal GNP (billion dollars)... aie a Cn 
, any Private Housing Starts (million)........ | 1.29 | 1.25 | .04 3.1 
el of Automobile Production (million) 6.2 6.7 0.5 | 7.5 
fect Dow-Jones Average: | ; | 
High. . | 700 | 685 15 2.2 


Low... 600 | 566 | 34 | 6.0 
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which would be mutually consistent. How- 
ever, university professors are individualists 
and resist the give and take necessary to 
achieve a compromise, 

Hence, each faculty member makes up his 
own mind with respect to forecasts of the 
seven series, and the median forecast for 
each series arbitrarily becomes the group 
forecast. 

In practice, the median has served well 
as an averaging device, and, interestingly 
enough, the median forecast for 1960 was 
more accurate than the individual forecast of 


any of the faculty members who participated. 


It appears, therefore, that the collective 
judgment of the group expressed through the 
median value was superior to all individual 
judgments in the group. 

In earlier years, one or more individual 
forecasts have been superior to the group 
median. However, while the discipline of 
making explicit forecasts has sharpened the 
forecasting abilities of most faculty mem- 
bers—and this is the main purpose of the 
exercise—no individual has emerged who js 
consistently better as a business forecaster 


than the group judgment as expressed in the 


median. 
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the Future Role of the Corporate Planner 


CHARLES E. SUMMER, JR. 


Breakthroughs in technology and the often overpowering com- 
plexity of the corporate structure have spawned a new, versatile 
breed of managers. Known as planners, their business is change 
and their eyes must always be focussed on the big picture. Here 
is a profile of the job and the men who must be part seers, part 
detective-cost accountants, part sociologists to fill it. 


In the past five years, many companies have 
established full-time positions which perform 
a function variously referred to as “top man- 
agement planning” or “long-range planning.” 
To date, this trend has progressed far enough 
that the Institute of Management Sciences 
now has a College on Long-Range Planning. 
The New York Chapter of this College can 
today muster, for its monthly meetings, some 
30 to 40 men from different companies, 
whose principal duties revolve around the 
planning function. 

The establishment of these positions, with 
titles such as director of planning, or man- 
ager of corporate planning, represents the 
creation of a new role in the hierarchy of 
many U. S. corporations. It is my purpose to 
look more closely at this role or position, and 
ask: 

® What is its function in the organization 
as a whole, and why has such a position 
evolved? 

® What work duties and behavior are re- 
quired to carry out this function? 

* What qualities of mind are required if 
the planner is to function in the organi- 
zation, behave successfully as an indi- 
vidual, and carry out the relationships 
required? 

In considering these questions, I shall ex- 

amine the present state of affairs, and hazard 
some predictions of things to come. 


17 


Charging someone in the organization 
with responsibility for planning is not a new 
idea, either in American business or in other 
types of organizations. Historically, when- 
ever large complex organizations have com- 
mitted themselves to courses of action which 
could not easily be reversed without serious 
consequences, there have been people doing 
long-range planning. This was equally true 
of the campaigns of Alexander the Great, the 
construction of Rheims Cathedral, Harri- 
man’s building of the Union Pacific Railroad, 
and the U. S. Government's participation in 
World War II. 

In American business, so-called line ex- 
ecutives have always been forced to do long- 
range planning, with the aid of staff spe- 
cialists, each doing planning work in his own 
area—manufacturing, engineering, market- 
ing, personnel-manpower, and so on. It is 
not even entirely new to find someone as- 
signed the role of “generalist type” planner, 
who is not a line executive, and yet who co- 
ordinates the information on plans from all 
line and all specialized staff departments. 

For example, men with titles like “Assist- 
ant to the President,” or “Executive Vice 
President Administration,” have been con- 
cerned, at least on a part-time basis, with the 
general coordination of long-range planning 
throughout the whole company system, 
bringing together information from both line 
and staff departments. In some companies, 
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through custom and because of qualifications 
and interests of incumbent officers, capital 
budget and product development depart- 
ments have had the same approximate kind 
of duties as our “managers of long-range 
planning” do today. 


Line and Staff 


These positions have not been different 
from the long-standing practice of the mili- 
tary to install general staff men to coordinate 
plans of the various specialists such as 
supply, personnel, operations and_intelli- 
gence. In fact, the general staff role in the 
military very closely approximates what is 
happening in American business today: that 
is, the relief of the line executive from much 
of the planning, by a person who integrates 
the whole organizational system, rather than 
plans only one of its specialized parts. 

Because the military has had to move 
quickly as a coordinated whole, and because 
its organizations were so big and complex, 
it long ago was forced to establish such a 
role. These two things are, in my opinion, 
ones which are operating along with others 
in American business today as underlying 
causal factors in the establishment of posi- 
tions such as “manager of planning,” “direc- 
tor of long-range planning” and the like. 

What is new, then, is the creation of 
positions in many corporations which are 
assigned planning as their full-time activity, 
which do not combine planning with other 
staff functions, which are “generalist” in the 
sense that they integrate information from 
all other organizational units in the system, 
and which are not viewed as line executive 
positions. 

At this point, I would like to describe in 
general terms the function of management 
planning in an organization. It is, first, that 
function which establishes goals, for all parts 
of the company, in terms of results to be 
accomplished and at the same time allocates 


physical, human and financial resources 


throughout the company to attain those 
goals. 

This is a very general statement—almos 
meaningless because it covers such a vast 
and complex system. It implies the “coordj. 
nation” of goals and resources for hundreds 
of thousands of individual physical items 
and human beings. It also implies both co. 
ordination at any one point of time, and 
coordination in a time series, so that the 
achievement of certain goals becomes the 
means to more distant goals. In later parts 
of this article, I will try to make more ex. 
plicit what is involved in the establishment 
of the goals, and allocation of resources, ing 
complicated managerial system. 


Function of Planning 

Secondly, top management planning has 
the function of initiating change of the total 
company system, moving forward as a co 
ordinated whole, in an evolutionary sense, in 
response to changes in the environment 
(technological, social, economic, political) in 
which the company must survive, grow, or 
decline. It insures some speed of change in 
the company, overcoming the static forces 
that result from technological habit, red-tape 
types of bureaucracy, and what I shall later 
call technological and institutional commit- 
ment. 

As I view U. S. society, its government, 
and corporations, over the last thirty years, 
I see in fact an increase in the importance of 
the planning activity which must be done. 
This in turn has meant an increased number 
of man-hours devoted to planning in business 
organizations. The establishment of planning 
positions in companies is simply one of the 
visible outgrowths of this increase in im- 
portance of the function and its concomitant 
requirement for more manpower devoted to 
the activity. 

These three things—increased importance 
of the planning function, increased man- 
power being devoted to planning, and an in- 


crease in the number of planning positions— 
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are phenomena to be explained. I am not, 
in this article, saying that we should have 
more planning activity. Rather, I am saying, 
“We in fact have experienced these things 
over the past thirty years.” It is not a ques- 
tion of moralizing as to whether more central 
planning is “good” or “bad.” It is simply 
that, whether we like it or not, planning is 
becoming more important, and this impor- 
tance is reflecting itself in the organization 
structure of our corporations. 

If we can isolate the underlying causal 
factors which have brought about the evolu- 
tion of separate planning departments, these 
will allow us to predict the future of such 
roles and departments and to speculate 
about the qualifications of men who fill 
planning positions. 


Growing Importance 


These causal factors, which I shall discuss 
separately in the remainder of this article, 
are as follows: 

1. The increasing complexity and inter- 
dependence of the planning system. 
2. The work 


brought about through divisionalization. 


increase in planning 

3. The speed with which organizations 
must innovate new procedures as a co- 
ordinated system. 

4. The static forces which are generated 
by technological and social commitment, 
and which oppose change and innovation. 

5. The technical competence and knowl- 
edge required to do an effective planning 


job. 


Technological Complexity 


The first factor which has important im- 
plications for long-range planning depart- 
ments is the increasing complexity and inter- 
dependence in the system to be planned. 

A system may be thought of as a number 
of variable parts, each of which is dependent 
on the other. That is, when one part changes, 
this affects other parts, and there is a chain 
reaction throughout the whole system. I view 


the internal part of the corporate system as 
a vast complex of three sub-systems of vari- 
ables. 


Three Variables 


First, there are technological variables. 
This system includes everything from quality 
control, equipment type and layout, produc- 
tion line layout, to plant location. It also 
includes advertising, pricing, product char- 
acteristics and distributive facilities in mar- 
keting; and a host of sub-parts in personnel 
relations and manpower development. It 
would include all facilities for product and 
process research. Finally, it would include 
the sum total of the policies, procedures and 
methods which the company has worked out 
to pass semi-finished parts and paper work 
from one person and department to another. 

A second part of the internal corporate 
system is composed of social variables. This 
sub-system is composed of a large number 
of human beings, each with different char- 
acteristics, often bound together in informal 
groups. It is also composed of a number of 
globs of human effort which we call depart- 
ments and divisions. Each person, and each 
department, has a specialized and unique 
set of activities, with special knowledge and 
skills required to perform the work. 

A third sub-part of the internal corporate 
system is composed of economic or financial 
variables. Money costs, and money prices, 
are attached to every single part of the 
technological system and the social system. 


interrelated Key Factors 


Very few people have ever attempted to 
catalog how many major operating parts 
there are in a typical large corporation. E. G. 
Booz, in his management consulting work, 
developed what he called “seventy key fac- 
tors” in the operation of a company. Austin 
Grimshaw, Dean of the Business School at 
the University of Washington, arrived at 
about fifty key parts in the system. Now, 
assuming that each of these is related to 
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every other, so that a change in one sets off 
a chain reaction in all others, I estimate that 
there are somewhere between 50! and 70! 
relationships which may have to be con- 
sidered in making any one important long- 
range management plan.’ 

In addition to the internal operating vari- 
ables in the corporate planning system, there 
is also an external system of variable factors 
to be considered. These factors do not 
appear in the legal organization system of 
the corporation, but they are in the planning 
system. 

Here are a few examples among hundreds 
that could be cited: the entire range of gov- 
ernment laws; regulations and tax levies; the 
many customs and norms of society; the 
number, type and quality of items purchased 
from other companies; the prices charged on 
purchases; the supply and cost of borrowing 
money; the quirks of men who head various 
money lending institutions; the state of the 
economy in terms of both cyclical and 
growth indices; the power and _ personal 
characteristics of labor union leaders; the 
quantity and characteristics of the labor 
force; the efficiency and desirability of dif- 
ferent wholesale and retail outlets, and so on. 


Complexity Fosters Planning Role 


It was this type of complexity in the total 
planning system which contributed to the 
establishment of more and more traditional 
staff departments, each doing planning on 
one segment of the system and reporting to 
a line executive (perhaps the president). 
Personnel vice presidents investigated man- 
power, labor organization, productivity and 
so on. Treasurers investigated money supply, 
lending institutions, credit costs, etc. Head- 
quarters engineering or manufacturing staffs 
looked at changing processes, quality stand- 
ards, plant locations and the like. 

As technology, the U. S. economy, the 
financial structure of the country, and other 


parts of the culture (e.g., labor unions) be- 


came more complex, the ability of the chief 
line executive to comprehend everything his 
specialist planners told him was exceeded in 
many large corporations. Furthermore, even 
if he were technically competent, the sheer 
number of man-hours necessary to integrate 
this diverse information could exceed all of 
the hours in a working day. 

The next step, which generally occurred 
in the period 1940 to 1950, was to establish 
super staff positions—generalist _ planners 
sometimes given the title “assistant to the 
president” or “executive vice president- 
administration.” These men received sum. 
mary information from the specialists, and 
fitted together long-range goals and resource 
allocations. The total planning activity was 
thus divided between abstract planners 
(sometimes referred to as__ integrative 
planners) and more specialized planners, 
such as manufacturing, pers@pnel, market- 
ing, financial, and research executives. 


What’s Going to Happen Next? 

I predict that the diversity of operations 
within most companies, due to technological 
progress, will continue to become more com- 
plex. I also believe that society and the 
economy, representing external variables in 
the planning system, will become more 
diverse and complex. What implications does 
this have for the planning role in corpora- 
tions in the United States? 

1. For medium sized companies, there 
will probably be more generalist planning 
positions established. These may combine 
all top management planning, both “short- 
range” and “long-range” and may have ti- 
tles such as “assistant to the president,” or 
“vice president, administration.” 

2. For the large corporations, there will 
probably be more staff positions created 
which are specifically devoted to long- 
range planning and given titles accord- 
ingly. 


3. For governmental organizations, I 


see more central planning, whether we 
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like it or not, since society is becoming 
more and more complex, and the parts of 
the total social system are becoming more 
interrelated.* 

4. For the selection of men to fill the 
planning positions, complexity means that 
planners must have been exposed, in their 
experience, to a wide variety of company 
operations. Only men with relatively long 
longevity, and broad experience in the 
company will have the random pieces of 
knowledge of internal variables stored in 
memory, which are necessary to make 
sense out of the abstract summary infor- 
mation they must receive from all parts 
of the system. 

5. The men who fill the planning posi- 
tions will also need a wide variety of 
knowledge about the structure of U. S. 
society. Not a detailed knowledge of busi- 
ness cycle theory—or population statistics 
or labor union tactics—but he should at 
least be acquainted with the structure of 
society and some of its many sub-parts 
and processes. This, to me, suggests a 
fairly good grounding in macroeconomics, 
sociology, history, and the philosophy of 
culture. 

6. Generalist type planners must also 
communicate with many different other 
departments, in rapid-fire succession, and 
inspire trust on the part of other execu- 
tives. Since communication with other 
humans is one of their principal research 
methods, this means in common terms a 
gregarious type of individual. It means a 
person who has a degree of social skill, 
a degree of “other directedness,” and a 
trusting, rather than a suspicious or fear- 
ful, view of the world. It also means select- 
ing a person who has what the applied 
anthropologists call a high degree of inter- 
action energy. Simply stated, this means 
that the man can sustain himself in a wide 
variety of social contacts, with high fre- 
quency and long duration, without losing 
his interest or propensity to communicate. 


Divisionalization Creates Jobs 


A second factor which has important im- 
plications for the planning activity is the 
current trend in organization structure 
commonly called decentralization, but, I 
believe, more accurately called divisionaliza- 
tion. This type of structure is characterized 
by “divisions” of a company, each forming 
a relatively self-contained internal planning 
system, such as the Chevrolet Division of 
General Motors. It is also characterized by a 
new kind of planning at company head- 
quarters which is more abstract or sum- 
marized, but which nevertheless sets goals 
and allocates resources among the various 
self-contained planning systems. It is in- 
teresting also, that the goals and resource 
allocations made at company headquarters, 
when viewed from the division manager's 
position, are parts of the division’s external 
planning system. 

It is my belief that what appears from 
one viewpoint to be decentralization of 
authority for planning detail, actually results 
in the creation of more planning work to be 
done, and a greater degree of central plan- 
ning. This structure of organization also in- 
creases the man-hours of planning to be done 
in the whole company organization, and may 
cause the creation of new positions or roles 
devoted to central planning. 

Why does divisionalization result in 
greater amounts of planning activity in a 
company, and a greater degree of central 
planning? The answer lies in the fact that 
the resulting company organization permits 
a larger and more complex internal planning 
system to be created within the legal organi- 
zation system which we call a corporation. 

The company’s goals are still set as usual, 
but there is a bigger job of allocating diverse 
resources. Note that increased size may also 
affect the size of the planning job. But mere 
inclusion of more complexity in the resource 
allocation system can mean more man-hours 
of planning required, and so can the creating 
of more layers of planning. 
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Mergers Create Planning Jobs 


Divisionalization can come about in two 
ways. First, it may evolve by taking a pre- 
viously functionalized company organized 
in major divisions of manufacturing and 
sales, and regrouping the activities by prod- 
uct or territory (as in General Motors). (This 
is what is commonly called “decentraliza- 
tion.”) Or, secondly, divisionalization may 
come about by merger or acquisition of 
smaller planning systems, bringing larger 
amounts and greater diversity of resources 
under the planning of one corporation; as in 
Textron, General Dynamics, Philadelphia 
and Reading, and Texas Instruments.‘ 

In either case, the resulting organization 
structure is similar in that more diverse re- 
sources, and perhaps greater amounts of 
resources, are brought into the internal plan- 
ning system of the legal corporate organiza- 
tion. The principal difference in the two 
types of divisionalization is that, when it 
occurs through merger, this increase in size 
and complexity of the planning system 
occurs in the short run while in decentraliza- 
tion it is less evident, and occurs in the long 
run, 

Let me illustrate the merger or short-run 
case with a brief case history of Texas Instru- 
ments, Inc. In 1959, Texas Instruments 
acquired the Metals and Controls Corpora- 
tion of Massachusetts. As a division of Texas 
Instruments, essentially the same kind of 
planning and amount of planning must be 
carried out in M. & C, as previously, but the 
goals toward which M. & C.’s resources must 
be allocated are now the goals of the Texas 
Instruments Corporation. Consequently, 
someone at the corporate level, who owes no 
allegiance to any one division, and who has 
a knowledge of what other divisions are 
doing, must help to integrate the allocation 
of resources in M. & C. with those of Texas 
Instruments. 

One of the first things that the T. I. man- 
agement did, almost immediately, was to 
reorganize the Metals and Controls Division 


into tertiary planning systems, each relg- 
tively self-contained. Thus, the Genera] 
Plate Division, the Spencer Thermostat Divi- 
sion, and the Nuclear Division were created, 
each with a general manager. 

Now stand back for a minute, and look 
what has happened in the space of a few 
months, and with little change in the sales 
volume or assets of the Metals and Controls 
system: 

¢ A larger planning system has been cre- 
ated in the Texas Instruments system— 
a greater complexity of manpower, dif- 
ferent materials, and a diverse set of 
fixed capital must now be allocated in 
this system. New and different skills, 
personalities, raw materials, buildings, 
and machines, must all be taken into 
account when setting a course of action 
for the whole corporation. It is my 
belief that the increased complexity 
and time required for planning work 
is more than proportionate to the in- 
creased sales of the total company. 
Thus, the traditional measures of “big- 
ness’—assets and sales volume—are 

not good measures of the man-hours of 

planning which must be added in a 

merger. 
® The ability of the President of Texas 
Instruments to plan, at any but the 
most abstract level, may be exceeded 
by the addition of more diverse re- 
sources which must be coordinated. Yet 
someone must fit M. & C. manpower, 
capital equipment, money expenditures 
into the scheme of T. I. goals. 

Part of the same effects are true at the 
Mr. Vetter, the General 
Manager of M. & C., does not have any 
greater quantity of resources, or greater 


next level. 


diversity of resources, in his planning 
system, than did the former president 
of the independent corporation. But he 
has now pushed a certain amount of 
planning detail down to the Spencer 
Thermostat Division. There is conse- 
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quently a new role of summary plan- 
ning which must be performed at the 
divisional level. As the division grows, 
a point may be reached at which the 
division manager must also delegate 
this function in part to a planning de- 
partment. 


Planning Hierarchy 


What does this mean in terms of the duties 
performed, and the qualifications, of the 
planner? First, it means that the planners 
in the lower systems will be the ones who 
have a bent for empirical investigation and 
detail. You have seen some men who prefer 
to be thorough, working a problem through 
with precision, utilizing many facts and 
tables. 

Second, the planners in the upper (and 
larger) systems will have to be a different 
breed of cat. They are the deductive 
thinkers, rather than the empirical investiga- 
tors, whose mental predisposition is more 
like a philosopher than an empirical scien- 
tist. They will have less patience with facts, 
and a higher tolerance of ambiguity, other- 
wise their minds will be unwilling to take 
the risk of making decisions with broad, less 
precise (and what appears to the scientist 
as ambiguous) variables. 

I also believe that the higher level plan- 
ners should have I.Q. scores in a range which 
could be described as “bright, creative, and 
intelligent,” rather than in the higher ranges 
which could be described as “brilliant.” Too 
much brilliance would result in the man’s 
insisting on too much evidence and validity, 
both as to deductive reason and empirical 
fact, before the corporation could move for- 
ward with timely and speedy action.* 

A second way in which divisionalization 
may come about is not through merger, but 
by re-grouping the globs of human effort and 


' physical resources, which we call divisions, 


into product or territorial planning systems. 
In the Texas Instruments example above, 
divisionalization of the Metals and Controls 


Division (the first echelon under the Presi- 
dent of T. I.) came about through merger, 
but the divisionalization of Spencer Thermo- 
stat (the second echelon under the President 
of T. I.) came about through a re-grouping of 
existing resources and goals. This is a well- 
known trend in U. S. corporations, as exem- 
plified by such companies as General 
Motors, DuPont, Johnson & Johnson, Massey- 
Ferguson, General Foods, I.B.M., R.C.A., 
Westinghouse, and many others. 

In the merger case, both more diverse 
resources and a greater absolute quantity of 
resources were immediately, in the short-run, 
brought under the planning sphere of the 
Texas Instruments goals, and were subse- 
quently allocated toward this central set of 
goals. 


Positions Via Decentralization 


In the decentralization case, the same 
effects are indicated, except that they will 
come about only in the longer-run, and will 
be caused by a growth of the company and 
of the economy, For example, after the 1957 
re-organization of the I.B.M. Corporation: 


1. We might have expected that there 
would have been an absolute growth in 
the quantity of resources allocated toward 
the top goals of the I.B.M. Corporation. 
The decentralized form arose in the first 
place because it was impossible for one 
human mind, or group of minds, at the top 
to comprehend and allocate such a large 
and diverse aggregate of resources, with 
the result that there was a limit put on the 
size of the firm. There was also a limit in 
the degree to which headquarters could 
change the behavior of such a large insti- 
tution which was interlocked so intricately 
in quality and timing of work of the spe- 
cialized parts. Now, with the decentral- 
ized form, that limit is extended. 

The degree to which more and more ab- 
solute amounts of resources can come 
under the allocation of one corporation’s 
central goals cannot be disproved by 
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statistics which show that there is little 
increase in the relative proportion of 
wealth accounted for by large corpora- 
tions. The percentage of national income 
or GNP accounted for by General Motors 
may not increase. But as society grows in 
total, the absolute dollars of capital invest- 
ment or the absolute number of people 
employed by G.M., might well increase 
considerably in the decentralized form of 
organization, in the long-run. 

2. We might also expect that there will 
be an increase in the technological and 
social complexity of the resources which 
are allocated toward the corporation’s 
goals. As science, product design, and the 
social structure of government and society 
become more complex, this will add to the 
amount of central planning which must be 
done. Therefore, quite independent of the 
“long-run size effect,” we also have a 
“long-run complexity effect.” 

3. We might also expect a short run 
increase in the planning which must be 
done. Decentralization actually creates a 
new planning level in the corporation. 
Whereas formerly details of planning 
were handled at headquarters by one set 
of staff people, we now have two planning 
jobs to be done. An abstract or summary 
set of resource allocations must be done at 
the top to coordinate the divisions, and a 
more detailed set of resource allocations 
must be done within the divisions. This 
gives rise to a third underlying cause of 
increase in planning work to be done 
in decentralized companies—the “level 
effect.” 


Speeds Integrated Changeovers 


The next major factor which I see as 
having important implications for the plan- 
ning role in business is the speed with which 
the entire corporation must move forward or 
change, as a coordinated whole, throughout 
all its complexity, in response to changes in 
its environment, or in pursuit of deter- 


ministic goals which in fact change the en- 
vironment. 

Let us suppose that you go on a fishing 
trip to Florida with six friends. None of you 
has been in Florida before, and none has 
been on the kind of boat required, or caught 
the particular fish which is your goal, or used 
the type of equipment needed. Beforehand, 
there are many arrangements necessary—car 
routing, spend-the-night points, arranging 
luggage in the car, motel reservations, and 
the like. Then during the trip there are many 
shorter-range plans necessary—where to 
stop for lunch and gas, sequence of unload- 
ing the baggage, selection of the charter 
boat, negotiations with the captain, purchase 
of provisions, and so on. 

If there exist no one or two central plan- 
ners or information centers, coordinating 
what the group is doing, each of these deci- 
sions will take a long time, and there will be 
much hashing back and forth. (Of course, if 
you are a group of retired executives, you 
may have leisurely committee meetings at 
lunch over a four-month period, engaging in 
true “group dynamics.” Then you may make 
a leisurely drive to Florida, stopping during 
more long lunches to discuss what you will 
do next.) 

If there is anything that study of small 
group dynamics has taught us, it is that the 
emergence of courses of action, and the 
emergence of “natural leader-planners,” 
takes great amounts of time.* 

On the other hand, if your fishing trip is 
to be accomplished in a limited time, some 
central planning, by someone, is a neces- 
sity—even if that person does not have 
authority and power, but merely acts as an 
information initiator and integrator between 
sub-parts of the action system. 

While this is true of a small group, it is 
absolutely vital in a larger, complex and im- 
personal organization, where one depart- 
ment has a difficult time knowing what 
others are doing, and where great amounts 
of time are required to start at the bottom 
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of the pyramid; having workers thrash out 
their ideas and report to the foreman, fore- 
men thrash out their ideas and report to the 
factory manager, factory managers meet and 
report to the manufacturing vice president, 
all vice presidents meet and work out plans 
with the president, and so on. 

What I am saying is, the greater the speed 
with which organizations must act as an 
integrated whole, the more man-hours must 
be devoted to some form of central planning. 
The time devoted to planning, and the num- 
ber of personnel involved, vary with the 
speed of coordinated action. 

Of course, there are times when greater 
speed is achieved without central planning. 
For example, when one division of G.E. is 
more acquainted with operating facts and 
local conditions than headquarters, decen- 
tralization of planning to the divisions in- 
creases speed of movement. Note, however, 
that this is speed of one sub-system moving 
as a unit, and it assumes that the divisions 
do not affect other divisions of the company 
in their actions. Whenever the General Elec- 
tric Company as a coordinated whole must 
innovate and change, greater speed is 
achieved by central information clearance 
and central planning. This is precisely the 
most important reason for the controversy, 
since Sputnik, over the organization of the 
Defense Department and the nation’s space 


program. 


Takes Planning to Speed Up 


Let us look at what is happening to speed 
of change required of American corpora- 
tions. The breakthrough in technology is the 
most important reason why this speed of 
change is increasing. New processes and new 
products by some companies, force their 


competitors to get busy and introduce major 


changes, affecting all segments of the com- 
pany, in a limited time or else. We see this 
particularly in the chemical, electronics, and 
allied industries. 


But we see it also in some industries that 


and_ conservative. 
Banks are an example, where development 
of new consumer loans, opening of branches, 
introduction of data processing, and offering 
new services, are forcing some top-to-bottom 
innovation in large banks as well as small. 
Insurance companies are another example, 
where the innovations and “bombshells” of 
a few companies have caused some other 
companies to form long-range planning 
groups, to deal with long-term innovations. 


are considered stable 


Bosses or Consultants? 


What I see in the future, growing out of 
great dynamic changes in industry, is two 
different kinds of staff roles at company 
headquarters, depending on whether the 
company must move swiftly or relatively 
more slowly in changing its operations. 

For the companies and industries where 
fast change is vital, I believe we will see 
greater centralization of the planning role, 
and in some cases the staff men will be given 
official authority, rather than held only to an 
advisory status. 

It is significant in this respect that the new 
planning department heads in the divisions 
of I.B.M. are given “the right to demand” 
planning information from the division man- 
agers. Furthermore, in the industry with 
swiftly moving change, perhaps the staff 
planners must be selected with slightly dif- 
ferent characteristics than in other industries. 
They may turn out to be more logicians, 
thinkers and rational beings, concerned more 
with the necessities of change, than they are 
concerned with social skills and committee 
meetings. 

On the other hand, in those companies 
where change is less frequent and drastic, 
and where the company lives a more com- 
fortable life, not bombarded so heavily or 
frequently from the environment, I foresee 
that planners will continue to be advisors. 
They will elicit help from the divisions more 
through social skills than through status as 
possessors of broad knowledge of current 
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conditions, and status as skilled problem 
solvers and logicians. 


Commitment Time 

The next major factor which I see affecting 
the role of professional planners is the com- 
mitment time involved in major decisions. 
We have all seen frequent references to the 
fact that labor unions, guaranteed annual 
wages, the increased size and expense of 
capital machinery, and the length of time 
required to research and develop new prod- 
ucts—all mean that companies must take 
actions today which commit resources for 
longer periods of time. This, in turn, calls for 
more long-range planning to avoid the costly 
prospect of having to maintain a partially 
idle labor force, abandon the development 
of non-saleable products, or write off obsoles- 
cent plans and equipment. Since this subject 
is so well covered in management literature 
already, I will not deal with it further. 

However, there is another kind of com- 
mitment which has not been given much 
attention, and which has an important bear- 
ing on how much top planning must be done, 
and what the role of planners will be. This 
can be called sociological, institutional or 
organizational commitment. 


Institutional Commitment 


In simplest terms, institutional commit- 
ment is what is meant when we say that a 
company has grown big and inflexible, that 
it is tied down to routine, and that it is diffi- 
cult and slow to change. Robert Merton, the 
sociologist, lists two of the dysfunctions of a 
bureaucracy as first, inflexibility under 
changing conditions; and secondly, the sub- 
stitution of means (that is, the existing pro- 
cedures and policies) for ultimate ends (goals 
of the company).’ Another way of saying this 
is that large organizations tend to remain in 
habitual ways of motion, until some force 
stimulates them to change direction, and to 
change the whole vast structure of policies, 
procedures, methods and sub-objectives. 


To me, this has important implications for 
the role of the planner in business. There 
are two kinds of forces that can stimulate 
organizations to change: one is an outside 
force, generated by other organizations, by 
nature, or by technology. The second kind 
is the internal, deterministic ideas of mep 
inside the organization. 

The larger organizations get, the more 
they need men who have the time and capa- 
bility, and interest to watch the external 
forces of technology, other organizations, 
and nature, and think through their implica- 
tions for the company as an organization 
which must adapt to its environment. 

Similiarly, the larger and more complex 
organizations become, the more they need 
men who influence them through the power 
of new ideas. There is an old controversy 
in the study of history which poses the ques- 
tion, “Do the times make the man or do men 
shape the times?”* There is no answer to this 
question—organizations do influence partici- 
pants, sometimes to the point of stifling their 
vision of new ways of doing things. On the 
other hand, there is no question but that 
strong-minded creative men shape the struc- 
ture and functioning of organizations. 

While the smaller and less complex cor- 
porations of yesterday flourished on the 
creativity and imagination of Ford, Sarnoff, 
T. J. Watson, and Colonel Patterson, if you 
look closely today at the companies founded 
by these men, they each have staff men who 
devote time to long-range planning. This is 
no reflection on the former line executives 
ability—instead, it reflects a necessity gen- 
erated by the increasing complexity of ex- 
ternal society and internal operations. 

This turn of events also has one additional 
implication regarding the characteristics of 
the planners themselves. From early child- 
hood on to maturity the experiences in one’s 
life tend to create characteristics in people 
of independence versus dependence. This 
isn’t an either-or proposition, where a person 
is either independent on the one hand or de- 
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ndent on the other. However, there is a 
continuum of all shades of gray, with some 
people finding self-satisfaction with existing 
ways of doing things, and others who can 
live and develop only by being dissatisfied 
with the status quo. These are the inde- 
pendent thinkers, and they are somewhat 
self-centered. If they are too independent, 
of course, they may have trouble getting 
along in society, or even upset the company. 
And, by alienating their colleagues, they may 
fail to get their ideas across even though they 
are good. This was the case in the novel, 
The Fountainhead, where the architect failed 
to get his buildings constructed because he 
would not give in to social norms and the 


desires of others even in the slightest detail. 


Independent Thinkers Needed 


Too much independence also conflicts 
with the need for social skills, which I re- 
ferred to previously. Perhaps what is needed 
for the planning role in companies of fast- 
moving change is a man who possesses a 
higher degree of independence on that con- 
tinuum, and who possesses a mature, civil, 
but open-minded form of social behavior. 

It is my contention that line executives 
in charge of product divisions or even func- 
tional (sales, manufacturing) divisions, are 
generally more biased to the short-term 
status quo than are men especially assigned 
to top-management planning of long-run 
programs. 

This may occur because short-run objec- 
tives, such as this year’s profits, often con- 
fict with long-run objectives, such as profit 
10 years hence. If a good profit showing is 
being made by existing products and opera- 
tions, why not, in the minds of executives 
whose careers are tied to these operations, 
continue to make that profit? Why lower this 
years profits by sinking valuable budget 
money into new product divisions when you 
don’t know whether they are to be success- 
ful? 


Must Take Long View 

I have seen this, for example, in an in- 
surance company which faced the problem 
of new product development. For many 
years, the life insurance division of the com- 
pany had been the biggest and most profit- 
able money maker. As group insurance was 
introduced in response to changes in the 
national society, many executives were re- 
luctant to put large additional company re- 
sources and expenses into the group field. 

What probably happened was that the 
competitive advantage of moving swiftly in 
the group business was somewhat retarded 
because the life executives naturally saw no 
reason to sacrifice their own budgetary posi- 
tion in favor of sinking more sales effort, ad- 
vertising and research into this new and 
relatively untried product. This is not so 
much “bad management”—as simply human 
nature. 

In another case, in the wall board business, 
the executives in charge of “X” division, 
whose product was becoming obsolescent, 
successfully vetoed the entry of the com- 
pany into new wall board lines for three 
years. In an independent study by a Wall 
Street underwriting firm, the president was 
informed that X division was a “dead duck,” 
and that unless an orderly closing of the divi- 
sion were effected, the company would suf- 
fer severe losses within 10 years. Note, how- 
ever, that the executives in X division could 
hardly be expected to recommend, on their 
own initiative, that their operations (and 
their jobs) be discontinued. 

In each of these cases, a planner in com- 
pany headquarters, whose responsibility was 
to look ahead, and who was rewarded for 
producing profits in 10 years rather than this 
year, would have helped to prevent the in- 
stitutional commitment of existing divisions 
from trying to stave off the inevitable. A 
planner with the time and interest to gather 
and disseminate valid facts on the demands 
of consumers, the actions of competitors, and 
the inevitability of change—showing in ef- 
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fect the “handwriting on the wall” to all con- 
cerned, may have increased the profitability 
of these companies through anticipating new 
goals, and convincing people throughout the 
company by weight of the evidence, that 
resources must be re-allocated in an orderly 


long-range development program. 


Summary 


In summary, it seems to me that techno- 
logical commitment definitely means more 
long-range planning if the company is to 
minimize the risk of sinking money into 
relatively fixed expenditures which may not 
later pay off. Plant, equipment, research and 
development, fixed labor forces, heavy ad- 
vertising campaigns all come in this category. 
It further seems that institutional commit- 
ment has these additional implications: 


1. Large, bureaucratic social institutions 
are likely to become attached to existing 
ways of doing things, and to existing 
They 
swiftly adjust to changes in tastes of con- 
sumers, new products, and new actions 


policy and_ procedures. cannot 


by smaller and more agile competitors. 

2. Part of this tendency is due to the 
natural bias of managers within divisions 
of the company to maintain their own 
“empires” which are successful today, but 
may not be as successful ten years hence. 

3. Another part of the tendency is due 
to the conflict between this year’s profits, 
for which line executives are responsible, 
and the profits of the company in the long 
run. 

4. Provision for orderly change can be 
made by establishment of long-range 
planning positions, if 
—the man in the position has the time 

and interest to watch future develop- 

ments in the company and environ- 
ment, and think through the effects of 
these on company operations; 

—the man in the planning position has 
stronger than average characteristics of 


independence, a kind of natural dis. 
satisfaction with the status quo, and a 
critical and inquiring mind; 

—the man in the position is rewarded on 
the basis of creativity and intelligence 
in balancing long-run company goals, 
rather than concentrating excusively on 
profits this year. 


A New Profession 

The last factor which I see as affecting the 
future of the planning role in U. S. corpora- 
tions is the necessity for methodological 
knowledge to do adequate and thorough 
planning. Planning today is not an art, into 
which you can throw a bright young man 
with good common sense. Neither is it a 
science, in which you can train men with 
depth and intensity of formulas, and then be 
assured that they will be effective. 

Neither is planning a position where, as 
I've seen in some companies, you can pro- 
mote a less capable executive when there 
doesn’t appear to be any other place for him. 
When viewed correctly today, if the com- 
pany expects a truly effective planning job, 
rather than a mediocre one, planning is a 
combination of three things: 


¢ A technology, including a body of 
knowledge which helps the planner to 
do his work; 

¢ A group of social and intellectual atti- 
tudes and skills, a few of which are 
mentioned in this article; 

© Wisdom, which I define as an ability 
to know what knowledge and past ex- 
perience are applicable to the problem 
at hand, and a willingness to abandon 
theoretical knowledge when it won't 
work (this could also be called a prag- 
matic attitude). 


The technology to which I am referring 
here is not a body of substantive knowl- 
edge—the exposure to random facts in the 
internal and external planning systems. 
Earlier we saw that this kind of knowledge 
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is also vital. Rather, I am referring now to 
yarious kinds of methodological knowledge, 
applicable in varying degrees to any plan- 
ning system. 

This is analagous to the chemical engineer 
who must know a wide variety of substantive 
principles and facts, such as the table of ele- 
ments, properties of liquids and_ solids, 
families of compounds such as halogens and 
hydrocarbons. But he must, in addition, 
know something about the scientific method 
and about the chemical processes of dis- 
tillation, adsorption, filtration, in order to 
apply the substantive knowledge he has ac- 
cumulated. 


Accounting Skill Necessary 


There is no doubt in my mind that, in 
spite of the many recent developments in 
applied mathematics, the most vital planning 
methodology for a total business or division 
of a business is at the present time, and will 
be for some years to come, the methodology 
of financial accounting. 

I am referring to financial accounting in 
the sense of a means of allocating physical 
resources, as well as a means of figuring 
profits or expenses, in dollar terms. I am 
also speaking of it as a way of relating sales 
volume (physical and dollar) to the entire 
company structure of men, machinery and 
buildings, materials purchases, and money 
allocations. 

Physical and dollar budgets, and _ their 
counterpart pro formas extended into the 
future, are the only comprehensive model 
of the firm we have. 

Iam no accountant, and I have no par- 
ticular allegiance to the field. However, in 
all of the issues of Management Science, 
Operations Econometrica 
combined, I have never seen a model which 


Research, and 
can reduce every part of a company to num- 
bers, in all its complexity, right down to the 
allocation of most detailed resources, and 
interrelate every part to every other part, as 
can a well conceived system of expense 


budgets, capital budgets, and cash flows. 

Any apology for financial accounting 
which must be made in the face of newer 
developments, must be made either because 
the budget was misused as only a historical 
record, rather than as a pro forma prediction, 
or because the rules of public accounting 
have blinded the controllers and prevented 
them from being flexible in allocating money 
differently for internal planning purposes 
than they do for public balance sheet and 
profit statement purposes. 


Wanted: Methods Plus Intuition 


If I were hiring a planning man to staff 
my headquarters planning department, I 
would want to make sure that he had 
at least a broad knowledge or acquaintance 
with financial accounting methods, if not a 
more detailed knowledge about how to enter 
transactions on the books. Perhaps account- 
ing departments can also be criticized for not 
utilizing the methods of mathematics and 
statistics for improving the precision of fore- 
casted figures that go into the balance sheet 
and income statement. 

In line with this kind of knowledge, the 
techniques variously called:“managerial eco- 
nomics,” and particularly knowledge of the 
discounted cash flow method of determining 
profitability of investment, seem to me to be 
mandatory for a good planner. I am not sug- 
gesting that this be applied blindly as a 
formula, but the staff man should at least 
know enough about the method to see 
whether or not it is wise to apply it to his 
specific company. 

At the same time, I do not mean to be- 
little the methods of traditional statistics, 
such as correlation analysis, time series 
analysis, frequency distribution inference 
and the like. Neither do I mean to imply that 
the higher level planner can get by today 
without some knowledge of acquaintance’ 
with the mathematical techniques of linear 
programming, queuing theory, stochastic 
processes, and so on. Both statistics and 
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mathematics can be used profitably to find 
which figures are most reliable for use in 
the pro forma balance sheet and income 
projections. 

In addition to knowledge of this sort, I 
believe an intuitive kind of knowledge of 
the clinical or diagnostic method, starting 
with strengths and weaknesses of a company, 
is extremely helpful to the planner. This 
method, championed first by the Harvard 
Business School, is a fine way for the planner 
to avoid jumping to superficial conclusions, 
to stimulate his own depth thinking, to 
promote creativity in solutions, to cut 
through a complex problem finding its es- 
sential important factors, and to develop a 


sense of timing in various decisions. 


Decision Matrix Method 


Finally, it seems to me that the decision 
matrix method, variously labeled part of 
“operations research,” “game theory,” or 
“decision theory,” represents a more impor- 
tant methodology for the high level planner 
than do the mathematical formulas in more 
empirical investigation. 

This is definitely a logical method, not a 
factual or empirical method. As such, it is 
quite suited to the broad kind of thinking 
required in long-range, top-management, 
judgmental decisions. 

It is important to recognize that all of 
these methodologies are becoming in them- 
selves a competitive weapon. Those com- 
panies which can increase revenues or lower 
costs by their use will have a competitive 
advantage over those others which ignore 
them. It is also important to recognize that 
they, in themselves, quite over and above 
the substantive complexity of the internal 
and external planning system, definitely add 
to the complexity of the planning task. This 
being true, it is even more unlikely that the 


line executives of organizations will have the 
degree of knowledge of them that I see as 
necessary. 


Wisdom Through Security 


One final point must be made about the 
mental qualities of the planner. We have 
already mentioned some social skills and atti- 
tudes, some personal qualities of indepen- 
dence and dependence, and some substantive 
and methodological knowledge which the 
planner must have stored in his head. 

At this point, we must inject some atti- 
tudes which he should hold regarding the 
use of his knowledge. In vast open-end, com- 
plex action problems, we all know that there 
are no formulas. At best, the planner can use 
these knowledge frameworks only as guides, 
and he must have the wisdom and judgment 
to know when they work and when they 
don’t; when they are applicable and when 
common sense is preferable. 

People who latch on to formulas and 
methods, and try to apply them with an 
almost fanatical zeal to action type problems, 
are people who have low degrees of personal 
security. One way this sort of person can 
make his world more orderly, more secure, 
and less confused as a place to live, is to 
catalog everything neatly into formulas, In 
such a situation, he has knowledge but not 
wisdom—methodology but not judgment. 

Therefore, the last comment I would like 
to make about the qualifications of a person 
to fill the planning role is that he should have 
enough security, from other facets of his 
life, to maintain his judgment along with his 
science, logic and brilliance. He should not 
have so much security, however, that he be- 
comes dependent, self-satisfied, and content 
to conform to the usual ways of operating in 


the organization. 
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THE 
JAPANESE 
WORKER 





ARTHUR M. WHITEHILL, JR. 


Firms planning branch operations in 
the Orient should know that the skilled 
Japanese worker's motivations and job 
expectations are not the same as those 
of American labor. This study points 
out why and suggests that workers of 
all nations are apt to react to manage- 
ment and job situations in terms of 
their own particular cultural values, 


cere understanding of worker moti 
vation—of why men work—lies about as 
close to the roots of good human relations as 
any problem faced by administrators today, 
And in the human aspects of administration 
lies the greatest hope for increased produc- 
tive efficiency so critically needed in the 
years ahead. 

In a world increasingly occupied with a 
re-examination of basic values, it seems use- 
ful and timely to explore the relationship of 
cultural values to man’s willingness to work, 
As Everett E. Hagen, director of the Moti- 
vations Project at Massachusetts Institute of 
Technology, has stated so well: “Principles of 
business adminstration are not absolute; they 
are relative to the culture of the society.” 

The study outlined in this article suggests 
a little-explored approach to motivation re- 
search which shows promise of adding to our 
knowledge of this most important problem. 
Results thus far indicate that cultural values 
may be the force which integrates other ele- 
ments already proved significant to the effec- 
tiveness of a group and the individual pro- 
ductivity and satisfaction of its members. 
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Some of these elements are (1) technical 
organization and social structure of the 
group, (2) individual task motivation, (3) re- 
wards and penalties received on the job, and 
(4) individual satisfaction from being a mem- 
an of the group.’ There is no need to ques- 
tio the demonstrated significance of these 
forces in explaining human motivation. We 
have turned up some compelling evidence, 
however, that 


values may have a great deal to do with the 


which _ indicates cultural 
way these elements are thought about, 
talked about, and acted upon in concrete 
work situations. 

To test this line of thinking, we chose for 
our initial laboratory the culture of Japan. 
In association with Professor Shin-ichi Take- 
zawa of the Industrial Relations Center, 
College of Social Relations, Rikkyo Univer- 
sity, Tokyo, the author studied and inter- 
viewed workers in five Japanese companies 
in an effort to determine the influence of 
their motivation and 
The 
financed jointly by grants from the Johnson 


cultural factors on 


morale as workers. research was 
Fund of the American Philosophical Society 


and the North 


through the Business Foundation and Re- 


University of Carolina 
search Council. 

There were several reasons for our choice 
of Japan as our first testing ground. To begin 
with, we were familiar with the proved eff- 
ciency of Japanese workers in factories char- 
acterized by working conditions and social 
relationships quite different from those in 
the United States. Furthermore, there is little 
doubt that Japan stands today as the most 
highly industrialized nation in Asia. Compar- 
ison of value judgments which have moti- 
vating force for workers in two such different 
cultures could, we felt, tell us whether our 
proposition was fairly substantial or too 
slippery to do much with. 

This article presents the results of a 
modest, first step on a long-range research 
program. The findings, therefore, are partial 


findings and should be considered tentative 
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in nature. A comparable study will be con- 
ducted in selected U. S. firms for purposes of 
comparison and control. Also, we intend to 
extend the investigation of cultural values to 
the management level, with particular refer- 
ence to the influence of such values upon 
decision making. 


Culture and Behavior 


Behind this investigation is the basic con- 
viction that how a man thinks and acts in a 
given situation will be significantly influ- 
enced by what he thinks is appropriate, 
proper, and expected of him. However, 
whether or not his attitudes and actions coin- 
cide with this role expectation will depend 
to a considerable extent upon how faithfully 
those with whom he interacts fulfill his con- 
ception of their proper role—that is, how 
“fair” their behavior seems to him. 

In short, we all make decisions concern- 
ing behavior at least partially on the basis 
of what we feel is expected of us—and how 
well others are fulfilling our expectations of 
them. These concepts of role expectation and 
role fulfillment seem to provide a vital con- 
necting link between culture and human be- 
havior. How they work out in practice will 
vary markedly from one culture to another. 


“Proper” Behavior 


Transferred to the work place, these 
phenomena play an important part in shap- 
ing men’s motivation, or will to work. The 
notion of proper behavior, in this context, 
may be thought of as behavior expected of 
“good workers.” And the extent to which 
workers decide to follow this pattern of be- 
havior will be considerably influenced by 
how faithfully management (either at the su- 
pervisory or at the company level) fulfills the 
workers’ notion of “good management.” 
There is a complex network of shared obliga- 
tions which, when disregarded or even 
slighted, can seriously jeopardize the motiva- 


tion and morale of industrial workers. 
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“Gimu” 

The culture of Japan puts great stress 
upon such feelings of obligation. Early con- 
ferences with business and labor leaders, 
plus a number of intensive interviews with 
that 
worker perception of shared obligations be- 


bench-level workers, convinced us 
tween labor and management provided the 
key to exploration of the unique cultural 
values which today contribute to motivation 
in Japanese factories. 

A special study indicated that of several 
traditional obligation systems which Japa- 
nese workers recognize and can talk about 
(on, gimu, and giri), the concept of gimu 
proved to be the most meaningful and com- 
pelling. Our problem, then, was to devise a 
procedure for identifying and evaluating the 
forces of gimu as they affect behavior of 


present-day Japanese workers. 


Cultural Continuum Checklist 

It did not take long to discover that this 
would require a new research tool—a special 
sort of questionnaire. After a good bit of in- 
tercultural anguish, we devised a unique de- 
vice called “The Cultural Continuum Check- 
list.” 

The C.C.C, sets forth forty realistic, down- 
to-earth choice situations in terms which are 
meaningful to respondents. In other words, 
the participant is placed smack in the middle 
of a series of dilemmas and then required to 
work his way out. The decisions he makes 
provide a wealth of insight concerning the 
values which to him are most attractive and 
compelling. 

The four alternatives available to respond- 
ents on each C.C.C. question were designed 
to provide a continuum of behavior patterns 
ranging from an extremely traditional, or 
highly indigenous, choice within the culture 
of Japan to a comparably extreme position 
in the substantially different culture of the 
United States. In this study, therefore, the 
alternatives were courses of action which we 


believed reflected Extreme Eastern, Mod- 


erate Eastern, Moderate Western, and Ey. 


treme Western value concepts respectively, 


The People Involved 


Before describing some of the things we 
discovered, a word should be added about 
the participants in this pilot study. Limited 
time required that the sample be realistically 
selected. First, we decided to restrict it . 
male, production-level workers. Further. 
more, we chose only permanent workers 
(Honko) rather than including the substan. 
tial floating reserve of temporary workers 
(Rinjiko). Of all the industrial workers in the 
world—including the United States—those 
of Japan who are employed as Honko enjoy 
the greatest job security available within a 
private enterprise system. Therefore, the im- 
pact which even latent fear of job loss can 
have upon motivation was minimized. 

Only five companies were studied. How- 
ever, these ranged from one of Japan’s larg- 
est steel companies down to a small firm of 
thirty employees making shoji, or sliding 
doors. Two of the participating companies 
were unionized. In every instance, manage- 
ment allowed the survey to be conducted 
during work hours and on company time. 

Worker participants typically gathered in 
a sufficiently large room, often the company 
cafeteria, for a period of 1% to 2 hours. As 
they entered the room, each respondent was 
presented a copy of the checklist, a pencil, 
and a gift of a small cotton towel (tenugui). 
That this modest gift was accepted with ap- 
preciation by all workers impressed us as one 
of several instances in which the study itself 
was being affected by certain unique cul- 
ture-based practices. 

Just a few highlights of the study can be 
reported in this article, but these may be suf- 
ficient to point up the need for further ex- 
ploration of this approach to motivation re- 
search. At least one question from several of 
the major C.C.C. categories will be described 
in an attempt to convey some of the flavor of 


this initial investigation. 
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Lifetime Jobs Are Expected 


Career Employment: One of the most im- 
portant areas of difference when comparing 
human relations in Japanese and Western 
companies is the degree to which both work- 
ers and management recognize an obligation 
to continue the employment of all permanent 
employees until retirement or death. In our 
study we found it useful to make a distinc- 
tion between (1) worker expectations and (2) 
worker commitments. 

Worker Expectations: What does a pro- 
duction worker expect of “good manage- 
ment” when, because of automation or other 
reasons, he is no longer needed on the job 
for which he was hired? 

In the United States most rank-and-file 
workers feel they are employed to perform 
a particular job rather than to join the com- 
pany for life. Job analysis first points up job 
requirements, and effective placement then 
matches men to the job. Management obliga- 
tion, for example, to find work in a white- 
collar office position for a displaced drill- 
press operator goes beyond the role of “good 
management” as perceived within a West- 
ern cultural context. 

We found worker expectations in this sit- 
uation to be quite different in the Japanese 
culture as opposed to that of the West. Jap- 
anese workers voted an impressive 84 per 
cent for the Extreme Eastern response which 
said management should find such employ- 
ees different work, wherever available in the 
company, since they had been hired for the 


company rather than for a particular job. 


Workers Must Remain “Loyal” 


Worker Commitments: If the company 
must keep workers on the payroll even when 
their jobs disappear, what sort of return com- 
mitment are these workers willing to make 
to management? What does the role of a 
“good worker” demand in return for this sort 
of plush security? 


To get a reaction to this situation, we 
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asked participants what a man should do if 
another equally desirable company offers 
him a similar job at 20 per cent higher pay. 
We expected that at a time of high-level 
economic conditions—such as 1959 when 
the questionnaire was administered—many 
workers would show real “Western-style” in- 
dependence and just walk out if faced with 
such a substantial increase in pay. 

About one-fifth of the respondents fulfilled 
our expectation and said they would accept 
the offer and quit. An additional 42 per cent 
were tempted, but wanted to hedge a bit by 
talking it over with their foreman before 
making such a decision. However, the re- 
maining one-third of participants displayed 
the persistent force of gimu to the company 
in saying they would “show loyalty and pa- 
tience” by staying with their present em- 
ployer. It should be recognized, of course, 
that some of this willingness to accept such 
an extreme degree of commitment may re- 
flect, particularly among older workers, a 
desire to protect their right to receive full 
severance allowance upon normal retire- 
ment. 


Worker Identification with Company 


The basic proposition behind C.C.C. ques- 
tions in this category is that the extent to 
which workers recognize an obligation to 
identify with their company, and to subordi- 
nate individualism to groupism, will influ- 
ence management's ability to stimulate will- 
ingness to work. More specifically, we pro- 
pose that close personal identification with 
the company is a positive force in worker 
motivation! 

A question posed in this connection asked 
what sort of company environment workers 
expected “good management” to create. It 
seems reasonable to assume that most West- 
ern workers believe a company should be a 
business-like place for workers and manage- 
ment to accomplish mutual goals—not a rep- 
lica of family-type organization and relation- 
ships. And almost 30 per cent of Japanese 
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respondents selected this “business-like” no- 
tion as best describing the sort of job envi- 
ronment they thought most desirable. 

But cultural forces exert a strong pull and, 
as William F. Whyte has observed, “The im- 
pact of cultural differences does not seem to 
pass away before advancing industrializa- 


tion.” 


This generalization becomes quite 
clear in the situational context posed by the 
C.C.C. question just described. About one- 
third of our respondents believed manage- 
ment should create an environment “very 
much like a big family” to which workers 
may belong until retirement. Another 32 per 
cent agreed that the company should be a 
part of their lives “at least equal in impor- 


tance” to their personal lives. 


Wages Based on Need 

Culture factors also contribute to each 
employee’s notion of what company policy 
should be in the critical matter of wage pay- 
ment if the “good management” role is to be 
fulfilled. 

In the United States there is little real dis- 
agreement with a “contribution basis” for 
determining individual pay rates within the 
range established by collective bargaining 
and prevailing practices. It seems “fair” to 
Western workers that they should be paid 
more on the basis of their skill, care, and 
effort on the job than on the basis of their 
special personal needs. Individual need, for 
example, is reflected in U. S. wage rates only 
indirectly—and modestly—through exemp- 
tions for dependents under federal and state 
income tax laws. 

Just how differently our Japanese respond- 
ents saw this problem can be demonstrated 
by their reactions to a question concerning 
payment of a “family allowance.” A vast ma- 
jority (77 per cent) believed their take-home 
pay should include a family allowance with 
extra compensation preferably for all, but 
at least for a limited number, of family 


members. 


Paternalism Expected 

Cultural differences seem largely behind 
the relatively greater dependence of Japa- 
nese workers, in contrast to their counter- 
parts in the United States, concerning man- 
agement responsibility for the personal wel- 
fare of the individual. Company policy cov- 
ering sick leave is a case at point. Western 
workers expect some help from management 
when illness strikes. But few employees of 
U. S. companies would seriously propose 
that the company continue his pay, or even 
hold his job, in cases of prolonged illnesses— 
say those lasting more than a year. 

We asked Japanese workers what they 
thought “good management” should do when 
an employee becomes seriously ill. Thirty- 
six per cent thought the company should 
continue a sick worker's pay until he recov- 
ers no matter how long that may be! A more 
“moderate” 51 per cent believed that his 
vage should be continued only for about two 
years, but then insisted that his job should 


be held until recovery. 


Perspective for the Future 

Many other examples could be cited of 
the effect in specific situations of indigenous 
cultural factors upon employee perception of 
his own role as a “good worker,” and of com- 
pany policies and actions he sees as neces- 
sary to fulfill the role of “good management.” 
The extent to which these roles are satisfied 
in the day-by-day experiences of workers 
both inside and outside the plant appears to 
significantly influence motivation. 

But not all the questions on the Cultural 
Continuum resulted in Japanese responses 
which were so radically different from those 
which we would expect of U. S. workers. 
Answers to some items revealed quite clearly 
the fact that more than five years of military 


occupation, plus almost ten years of close ci- 


vilian cooperation, have had their influence. 
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Gimu in Transition 


The plain fact is that cultural values in 
Japan, and more specifically the concept of 
gimu with which we are most concerned, is 
in a critical state of transition. Generaliza- 
tions are risky; situation-by-situation analy- 
sis, slow and costly though it may be, seems 
to be the more useful approach to greater 
understanding of the culture-based forces 
behind employee behavior. 

At this point in the discussion, business 
executives well may be thinking, “Interest- 
ing—but what has all this got to do with 
me?” Evidence is accumulating which makes 


the only sensible answer “Plenty!” 


Culture Determines Attitudes 

First, it is important to recognize that in 
each culture with its special set of needs, 
business management is challenged to recog- 
nize—and to satisfy within the dictates of 
sound management—those values which 
have meaning and importance to employees. 
It is pretty clear that cultural values do in- 
fluence the way workers size up their own 
role, and that of management, in their total 
work environment. 

This is difficult enough in our own culture; 
much more research and continuing study 
isneeded to identify and evaluate the impact 
of “the American way of life” upon em- 
ployee behavior in the United States. But 
when extended to radically different foreign 
cultures about which we know so little, the 
plot really thickens. 


Wanted: Executive Awareness 


Difficult though the problems may be, ad- 
ministration in business no longer can be pur- 
sued within relatively comfortable and famil- 
iar national boundaries. Competing in world 


markets—either directly or indirectly— 
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demands that executives have an aware- 
ness and understanding of cultural differ- 
ences that mold and shape the motivation, 
and hence the efficiency, of workers through- 
out the industrialized world. 


Companies Can Create Values 


Second, there is another, and perhaps 
even more vital, concern of executive leader- 
ship with the influence of culture factors 
upon man’s will to work. Cultural values are 
not static—they are highly dynamic! Quite 
clearly they are subject to the stress and 
strain—the push and pull—of economic, so- 
cial and political events which communica- 
tion media have made increasingly available 
to workers for their consideration. 

It is difficult to escape the conviction that 
a sober obligation of administrators in the 
world of today is to create or restore through 
company and community leadership an ac- 
ceptance of new or previously rejected val- 
ues, the achievement of which can contrib- 
ute to both individual satisfactions and 
organizational goals. 


Future Projects 


Finally, we suspect that further explora- 
tion of the role of cultural values will be of 
vital interest not only to business administra- 
tors, but to scholars, diplomatic personnel, 
technical specialists, and others who must 
relate themselves effectively to individuals 
and groups in a complex culture quite dif- 
ferent from their own. 

Without attempting to push an analogy 
too far, it might be said that we have se- 
lected a large canvas, sketched in the broad 
outline, devised a new brush for our special 
purposes, and dabbed a little paint in one 
corner. We are quite aware that much re- 
mains to be done before the day arrives, if 
ever, when the canvas will be complete. 
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International Intelligence for the 


International Enterprise 


JOHN J. BEAUVOIS 


Today international intelligence is as essential to international 
businesses as it is to governments, and its collection and evalua- 
tion have given rise to a new type corporate officer, the Execu- 
tive Diplomat. How this ambassador ina grey flannel suit should 
think and operate and the legitimate scope of his inquiries are 
outlined here by a specialist in the field. 


Every morning the President reads through 
a thick sheaf of secret-situation reports pre- 
pared by specialists in the State Department, 
the C.I.A., and other government agencies 
that give him a summary of the latest politi- 
cal and economic developments the world 
over. Every morning at Number 10 Downing 
Street, Prime Minister Macmillan and his 
top aides go over similar reports made 
by British agencies. In Paris, President 
de Gaulle also gets a political and economic 
pulse reading from key points around the 
world. These reports are vital in keeping top 
political leaders informed of trends and 
developments affecting their countries. 
While the President and his counterparts 
in London and Paris are studying intelli- 
gence reports, the heads of large interna- 
tional corporations like Unilever or Shell are 
also studying political, economic, and busi- 
hess information that affects their world 
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operations. Today international intelligence 
is as essential to international businesses as 
it is to governments. 

As an increasing number of American 
companies become international enterprises 
in the 1960's, international intelligence will 
become equally vital to them. It is my pur- 
pose to review here why information is nec- 
essary, what information is necessary, and 
how it can be obtained. 


Why Intelligence Is Necessary 


The impact of international developments 
on business is not new. Throughout history 
economic and political events have affected 
business in many ways. In the fifteenth cen- 
tury, Venice’s commercial supremacy was 
struck a fatal blow when the Portuguese dis- 
covered the Cape route to India. In recent 
times, American companies have been seri- 
ously affected, favorably or unfavorably, by 
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international developments. One has only to 
think of the expropriation of foreign oil com- 
panies in Mexico in 1938, or the implica- 
tions of the Cuban revolution. 

But, if business has always been sensitive 
to international developments, it now oper- 
ates in a world increasingly ruled by shifting 
and complex trends. Industrialization, recent 
independence, and the emergence of new 
economic units are forces causing rapid 
change in many countries. In addition, in 
several parts of the world political pressures 
and ideological conflicts deeply affect the 
business climate. India, for example, has 
been oscillating for some time between state 
capitalism and the need for foreign private 
investment. And in the Middle East frequent 
political upheavals compel the foreign in- 
vestor to maneuver continually in order to 
protect his investment. 

Furthermore, never before have economic 
and political forces been interwoven so 
closely in determining business conditions. 
Today, governmental intervention can be 
felt at all levels of economic activity, and 
this trend will most likely continue. Eco- 
nomic unions, like the Common Market, are 
decided, planned, and enforced by govern- 
ments. In most underdeveloped countries 
the urgency of industrialization has resulted 
in economies that are closely controlled by 
the state. As a result, the international man- 
ager must work increasingly with govern- 
ments. And he must be increasingly alert to 


any evolution in their thinking or philosophy. 


America’s Role 


As these complex forces shape the busi- 
ness world of the 1960's, they will affect the 
growing number of domestic enterprises that 
will be moving into the international field. 
Whether it is in response to opportunities 
abroad or to the threat of foreign competi- 
tion in the United States, the trend is 
towards internationalization of American 
business. In 1961, for instance, total private 


United States investments overseas are ex- 


pected to reach $45 billion, a 25 percent 
increase over 1957. 

Internationalization of American business 
itself would justify the need for international] 
intelligence. But this need is underscored by 
the role of American business in the eco- 
nomic war with Russia. As the struggle for 
survival gains momentum, ignorance or mis- 
interpretation of Soviet economic strategies 
could be fatal. At the same time, American 
business's responsibility for the development 
of underindustrialized countries demands 
that local needs and aspirations be recog- 
nized, Only in such a way can this respon- 
sibility be discharged in the Free World’s 


best interest. 


Dual Responsibility 


As a result, the international manager of 
the 1960’s will bear dual responsibilities, 
One will be to his stockholders for the re- 
sults of his world-wide operations, the other 
to the United States and the Free World for 
playing his part as effectively as possible in 
the economic struggle against the Commu- 
nist bloc. In order to discharge these two 
basic responsibilities, the international man- 
ager, like the political leader, must keep in- 
formed of world developments and trends. 

Thus, companies operating in an inter- 
national environment must develop an intel- 
ligence system alerting them to any short or 
long-term trends affecting their businesses. 
As a matter of fact, international intelligence 
is so vital and sensitive an area that many 
large international companies are reluctant 
to divulge, even privately, their approaches 


to this problem. 


Danger of Misinformed Decisions 


The chances of making misinformed deci- 
sions are greater in an international enter- 
prise than in a domestic one. The interna- 
tional manager works in a more complex 
environment than his domestic counterpart. 
At the same time, he is in many ways less 


well prepared to cope with it. 
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The domestic executive can follow cur- 
rent developments in the United States and 
evaluate their significance to his business 
with reasonable accuracy. Because he works 
in a familiar environment his chances of err- 
ing are greatly reduced, Furthermore, he has 
many ways of testing his own judgment 
against sources such as newspapers, trade 
publications, government reports, and the 
like. 

By comparison, the international man- 
ager often lacks familiarity with foreign mar- 
kets. He must perceive and interpret inter- 
national developments with a much scanter 
knowledge of their context and with little, 
if any, first-hand experience of their environ- 
ment. As a result, he is sometimes prone to 
use United States criteria too freely in ap- 
praising overseas trends. 

Here are two examples of environments 
that must be understood. 

* The social climate in many underdevel- 
oped countries hampers the training of 
local management. For centuries eco- 
nomic life in these countries has been 
based on the family, the tribe, or the 
village—a_ self-governed unit. At the 
same time, local religions, Hinduism for 
example, often emphasize spiritual val- 
ues to the detriment of material accom- 
plishments. As a result, the concept of 
corporate management is unknown, and 
business is not always enticing to the 


local elite. 


Labor relations in most foreign coun- 
tries are guided to a large extent by ide- 
ological considerations. Typically, local 
unions follow the Marxist line. As a re- 
sult, collective bargaining must be car- 
ried out in a completely different per- 
spective than in the United States. 
Thus, the chances for making misinformed 
decisions are great in an international enter- 
prise. In addition, the penalties for making 
them can be extremely high. This is true to- 
day and it will be even truer in the greatly 
competitive world economy of the future. 


Then, more than ever, well-informed man- 
agement will be a critical factor for success 
in the world markets. 


Penalty for Wrong Decisions 


There are numerous examples of the pen- 
alties paid by American business for mis- 
judging foreign conditions. Here are two 
significant cases. 

e Long-range planning cannot be carried 
out in the best corporate interest unless 
foreign trends are recognized. For in- 
stance, during World War II, an Amer- 
ican company established a leading 
position in a highly specialized field of 
military equipment. After the war, 
peace-time applications began to de- 
velop in many foreign countries. The 
Company’s failure to realize the impli- 
cations of such trends and to move 
quickly into product modification and 
world-wide servicing facilities resulted 
in a sudden and substantial loss of posi- 
tion. In an effort to recoup, a licensing 
arrangement was worked out with a 
European manufacturer. Extensive 
know-how provisions were incorporated 
in the agreement. Today, substantial 
opportunities exist for an American 
manufacturer to produce similar prod- 
ucts in Europe. However, this company 
is effectively excluded from participa- 
tion by its agreement, which requires 
that it share design and product devel- 
opment with its licensee, who would 
then become its European covapetitor. 
Thus, by failing to recognize and ap- 
praise market trends, this company 
finds itself out of a profitable market. 
Management decisions affecting per- 
sonnel require recognition of local busi- 
ness practices and ethics. For instance, 
a large American corporation operating 
in a Western European country was 
about to embark on a cost-reduction 
program. This program would have 
resulted in substantial savings, but a 
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significant number of employees would 
have been laid off at its main plant. 
Besides the fact that firing employees on 
such grounds is not an accepted practice 
in that country, it would have created 
unemployment in the area. It so hap- 
pened that a large percentage of this 
company’s business was with govern- 
mental agencies. Had this project been 
seen through, political pressure would 
most likely have been put on those 
agencies to place their businesses with 
some other suppliers. Thus, the savings 
expected would have been offset by 
losses in sales, not to mention the ill 
effect on the company’s reputation. 


Because intelligence is so vital to the inter- 
national enterprise, its collection and inter- 
pretation must be systematically planned 
rather than left to chance. The remainder of 
this article is devoted to an analysis of the 
kinds of information companies need and 
the way in which it can be collected and 
interpreted. 


What Intelligence Is Necessary? 


The scope of an international intelligence 
service will of course vary with the nature of 
the business. Companies with worldwide 
operations require more information than 
enterprises that are geographically more 
limited. Similarly, some companies are more 
sensitive to specific economic or political 
trends than others. (For instance, utility 
companies have historically been concerned 
with foreign trends toward the nationaliza- 
tion of sources of power.) Nevertheless, 
every international intelligence _ service 
should provide two kinds of information: 
general background studies, and reports on 


current developments. 


Background Studies 


Most American companies long estab- 


lished in overseas markets have accumulated 


a sound knowledge of local economic and 


political conditions over the years. Com- 
panies with a shorter international history 
and companies that are entering overseas 
markets also need this type of information, 
Current events can be fully understood only 
in their historical and cultural context. Like. 
wise, the anticipation of future develop- 
ments hinges on an accurate evaluation of 
present conditions. 

General background studies should cover 
two major areas, economic intelligence and 
political-social intelligence. A checklist of 
points to be covered and questions to be 
raised and answered follows. 


Economic Intelligence Checklist 


In the area of economic intelligence, 
material collected should aim primarily at 
providing management with a general pic- 
ture of a country’s economy, emphasizing its 
major strengths and weaknesses; an analy- 
sis of its investment climate; an analysis of 
the main factors affecting business operation. 

Information should be given about the 
basic strengths and weaknesses of a country’s 
economy. For instance: 

® Population growth and its effect on un- 

employment 

® Sensitivity of the economy to depres- 

sions 

® Sufficiency of basic raw materials or 

deficiency of food supply 

® Projection of growth and description of 

factors that may accelerate or slow 
down economic development 


© Foreign trade and payments situation 


It should also provide an_ interpretive 
analysis of the local business framework. For 
instance: 

® Degree of state ownership of or partici- 

pation in the economy 

® Industrial concentration and climate of 

competition 

® Transportation facilities and standards 
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¢ Price level and price-fixing mechanisms 

In addition, this general study should 
analyze the investment climate of the coun- 
try, interpreting current legislation and 
drawing if possible on practical experiences. 
It should cover: 


¢ Incentives to attract foreign investors 

¢ Limitations to foreign investments or 
investment conditions 

available to 


® Corporate _ structures 


United States companies 


Ownership requirements 


Exchange control and transfer of prof- 
its, royalties, interests 
¢ Fiscal discriminations against foreign 


companies 


Licensing opportunities and history of 
litigation between American licensor 
and local licensees and/or local govern- 
ments 


Finally, this general study should analyze 
the main factors affecting business opera- 
tions. For instance: 

® Availability and cost of energy 

® Availability and quality of local labor 

® Availability of raw materials 


® Size of markets. 


Political and Social Intelligence 
As essential as economic information is a 
sound intelligence of political and social con- 
ditions abroad. Here, three major areas 
should be covered—the local political and 
social climate; the government’s policies; the 
administrative structure of the country, In 
providing an interpretive analysis of the 
local political and social climate, this study 
should treat, for instance, the following 
areas: 
* The present political system 
* The political parties, their importance 
in vote and representation at national 
and local levels; their attitude toward 
foreign investments 
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® Nonpolitical influential groups and 
their role, for example the Army or the 
Church 

® The social climate and the state of 
labor-management relations 

© The local unions, their strength and in- 
fluence on the life of the country 


In addition, a general study should de- 
scribe the current government's policies and 
their significance for business. For example: 

® Local government's stability, past his- 

tory, and outlook for the future 

® Monetary and credit policies 

® Attitude toward free trade 


State controls over economy, e.g., con- 


trol of sources of energy 
® Economic and affiliations 


(alignments) 


political 


Finally, this study should provide an 
analysis of the administrative structure of 
the country, such as: 

® Number and policies of governmental 

agencies concerned with economic af- 
fairs and business 

® Local standards of administration, for 
instance, the speed with which deci- 
sions on investment and licensing are 
made 
Government practices against existing 


regulations. 


Current Situation 


Background information would be mis- 
leading if it were not brought up to date 
regularly by reports of current developments. 
In a dynamic world new trends can rapidly 
modify investment or business climates. 
They can affect the attractiveness of one or 
more markets to the international enterprise. 
They can also present it with problems with 
new dimensions in its current markets. Here 
are two illustrations: 


* Economic conditions in foreign markets 


may change rapidly. For instance, the 





44 / CALIFORNIA MANAGEMENT REVIEW 


ranges of alternatives open to an im- 
portant segment of the electrical indus- 
tries changed dramatically from July 
1958 to January 1959. Two things hap- 
pened during the six-month interval. 
Some companies that had not been very 
active abroad had reached decisions 
about timing, markets, product research, 
and methods of operations. Other com- 
panies already abroad had responded 
to sudden changes at home and over- 
seas by reappraising their current 
ability to face growing competition and 
opportunities ahead. 

New plants were started, going con- 
cerns purchased, licenses granted, and 
research contracts signed. Any major 
manufacturer in this industrial group 
still worrying at the beginning of 1959 
about problems and choices six months 
old ran a real risk of wrestling with 
phantoms. 


Also, political developments may dra- 
matically change the local business 
climate. In 1958, for instance, a large 
United States chemical company, Olin 
Mathieson, joined French, Swiss, and 
British interests in a $135 million proj- 
ect to exploit bauxite deposits in French 
Guinea. Long-term agreements were 
signed with the local administration. 

A few months later, President Charles 
de Gaulle offered independence to the 
member states of the French Union. 
Guinea became independent and sev- 
ered its links with France. As a result, 
the United States management and its 
partners were faced with completely 
new political conditions. And the suc- 
cess of the initial project depended 
heavily on the ability to deal with the 


new government. 


Current reports cannot reasonably cover 
every economic and political development 
abroad. The cost of providing such service 
would be excessive. Furthermore, much of 


the speed with which current developments 
must be brought to management's attention 
would be lost and corrective decisions might 
come too late. 

Thus, in determining the scope of such 
reports their true significance to corporate 
activity must be the measure. This is a deci- 
sion in which individual judgment must be 
exercised, In fact, it raises the basic question 
of how to organize for effective intelligence, 


Creating International Intelligence 


The purpose of international intelligence 
is to enable the international manager to 
make well-informed decisions and thus to 
discharge his basic responsibilities more ef- 
fectively. Because it reflects the needs of a 
particular business, an effective intelligence 
service can obviously assume many different 
forms. However, its basic objective is always 
the same. 

International intelligence is particularly 


important in the following areas: 


® Planning the long-range development 
of the business on a worldwide basis 

® Mapping out global strategies for the 
corporation in order to ensure the high- 
est return on investment 

® Coordinating the execution of those 
strategies in order to strengthen the 
company’s competitive position on a 
worldwide basis 

® Reappraising original programs of 

action and making corrective decisions 


as needed 


Controlling and evaluating the per- 


formance of local operations. 


The Intelligence Coordinator 

The intelligence function must be cen- 
trally coordinated. This can be done in many 
different ways. In some large international 
companies, the intelligence function is cen- 
tralized in an economics department. In 
smaller concerns that have a more limited 
geographical scope, intelligence is under the 


supervision of the administrative manager. 
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Whatever the solution adopted, the basic 
functions of the intelligence coordinator re- 
main the same. He should be responsible for: 

¢ Planning the collection of information 

and ensuring that it is accurate and 
significant to the company’s business. 


Deciding on the choice of intelligence 
sources. (For instance, the corporation 
may want to rely on its overseas man- 
agers for that purpose or it may prefer 
to use outside agents.) 


¢ Testing the validity and credibility of 
information when necessary. 
* Supervising the interpretation of the 


information received in the light of the 
corporate objectives and policies. 


Preparing and supervising the circula- 
tion of information throughout the cor- 
porate headquarters and the overseas 
operations as needed. 


The Executive Diplomat 


In addition to the intelligence coordinator, 
international companies require executives 
with a new kind of skill and their need is 
reflected in the development of a new type 
of executive, the “executive diplomat.” 

Large international companies find them- 
selves competing with increasingly extensive 
and powerful international concerns. At the 
same time, they also find that they are 
affected more and more by the rulings of 
local authorities. In fact, the future success 
of American business in many world markets 
will depend less and less on technological 
advantages and more and more on the ability 
of the international manager to deal with 
foreign authorities. 

To cope with this increasingly important 
aspect of international business, many inter- 
national corporations are evolving a special 
staff of “executive diplomats.” This staff 
makes up what amounts to a corporate state 
department. Oil companies, of course, have 
fora long time recognized this need and 
most of them possess just such a staff. But a 


growing number of companies in diverse 


industries may also require this new type of 
executive soon. 

The basic responsibility of these execu- 
tives is twofold. On the one hand, they are 
responsible for establishing and maintaining 
close relationships with local governments 
and other influential groups. On the other 
hand, they must keep corporate head- 
quarters informed of all economic and 
political developments of any significance. 
In addition, they must be able, as much as 
possible, to anticipate future developments 
and their possible impacts on business. 

Executive diplomats are essential to a 
large international enterprise. Besides their 
“government relations” role, or because of 
it, they can obtain for corporate manage- 
ment information that will either not be 
made public or, if it is, will be known too 
late for action. With such information corpo- 
rate strategies can be quickly adjusted to 
current developments, thus giving the com- 
pany a significant competitive advantage. 


The Outside Source 


Many companies find it necessary to sup- 
plement their own intelligence service with 
the services of outside agents. In addition, 
companies new in the international field 
often find it impossible to set up their own 
intelligence departments in the time and at 
a cost they can afford. As a result, in the last 
few years the number of international- 
research specialists has grown. The service 
of these specialists can be of great value to 
business. For example, a large steel manu- 
facturer decided to improve its competitive 
position domestically by affiliating with 
similar firms in one or several of the major 
steel-producing countries. This company had 
had little experience in foreign business. 
Furthermore, the affiliation was a rush proj- 
ect and there was no time to organize for 
international intelligence. Yet the investment 
decision required considering economic and 
political factors in six countries, so the com- 
pany retained a specialized intelligence serv- 
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ice in London that prepared intelligence 
reports on the countries considered. 

This is a typical example of a rush, one- 
time project that can be better and more 
economically handled by an outside agent. 
In addition, many outside agencies will 
provide a continuous service of current in- 


telligence reports, 


Selecting an Agent 
However, the large number of interna- 
tional-intelligence agencies in existence as 
well as the absolute necessity of obtaining 
sound intelligence, underscores the impor- 
tance of selecting the “right” agent. Here 
are a few questions that the international 
manager should ask himself before making 
this selection. 
® Does this intelligence agency have its 
own network of agents in major foreign 
countries? This is important, for the 
same standards of accuracy must be 
used in the collection and interpretation 
of all data. 
© How long has this agency been operat- 


ing 


g in this field? This is equally im- 
portant. The local contacts that are 
essential to effective intelligence are 
made over a period of time. Firms 
newly arrived in the field cannot expect 
to have as easy access to non-public 
information as older firms. 

® Does this agency have an American 
business outlook? Of primary impor- 
tance is the ability of the intelligence 
agent to understand the basic problems 
of the American-based international 
enterprise. If he does, he can interpret 
the information collected more usefully, 
and he will be alert to specific data that 
may have particular significance for his 
client. 

¢ Has this agency had previous experi- 
ence with our type of problem? Political 
intelligence in particular requires spe- 
cial skills and contacts that often cannot 
be improvised. 


® What are the standards of service pro- 
vided by this agency? This can be ap- 
praised in many cases by looking over 
some sample intelligence reports. For 
instance, one of the most common faults 
in intelligence reports is an emphasis 
on a purely historical approach at the 
expense of an interpretation of the cur- 
rent facts. 


Developing “Contacts” 

Besides specialized intelligence agencies, 
some companies use individual contacts in 
foreign countries. University professors 
abroad are a valuable source of information, 
particularly in the field of political intelli- 
gence. Few people are in a better position to 
interpret local political developments than 
some educational leaders, especially those in 
the fields of economics and political sciences, 
Moreover, in many countries, they are well 
versed in local politics. And they usually 
occupy pre-eminent positions in influential 
local circles. As an illustration, a large phar- 
maceutical company maintains close contacts 
with medical-school professors in several 
foreign countries. This practice has proved 
extremely valuable in keeping both the 
United States and overseas management in- 
formed of current and future legislation in 
the fields of social medicine and drug regu- 
lations. It also has proved useful in seeking 
government authorization for the local 
manufacture of various drugs. 

Thus, the relative success or failure of 
many American companies in the 1960's can 
depend in part on the intelligence of inter- 
national developments that is available to 
them. Whether they succeed or fail will in 
turn affect the outcome of the Free World's 
economic war with the Communist bloc. 

Napoleon is reported to have said that the 
issue of every battle, no matter how long, 
was actually decided within a fifteen-minute 
span. The development of international in- 
telligence may be just that fifteen-minute 
span. 
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Setting Sales Quotas 


DONALD R. HERZOG 


Sales quotas need not be set intuitively or by hit or miss “we've 
got to beat last year's figures” systems. There is a whole arsenal 
of proved statistical procedures which the businessman can use 
as weapons in his war against sales resistance. 


Although many businessmen recognize re- 
search in production and product develop- 
ment, they often do not consider it essential 
in setting sales quotas. They may put con- 
trols on labor to save production costs, but 
venture their savings on untried sales pro- 
srams. Quotas for sales are too often set by 
crude guesses, hunches, or blind extensions 
of past sales records. 

Sales quotas can be invaluable in measur- 
ing salesmen’s performance but, to do so, 
they must be accurate and realistic. The 
accuracy of sales quotas depends on the 
quota-setting method. 

There are innumerable approaches to 
sales-quota determination; but most will fall 
into one or a combination of the following 
categories: 

® Jury of Executive Opinion 

® Sales Force Composite 

® Past Performance 

® Market Factor and Market Index 


® Correlation Analysis 


Jury of Executive Opinion 

Setting sales quotas by a jury of executive 
opinion—a process in which the views of 
several executives are combined and aver- 
aged to establish a sounder sales quota than 
perhaps could be obtained from a single 
executive—has the advantage of bringing 
together several specialized viewpoints. A 
company operating under this method gen- 


erally brings together executives from the 
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finance, production, sales, and marketing re- 
search divisions and pools their viewpoints. 
Some companies supply their juries with sta- 
tistical material to aid them in setting 
quotas; however, since the quotas are ulti- 
mately based on what the executives think 
should be sold, this is the method often re- 


ferred to as the “guesswork quota” method. 


Sales Force Composite 


The sales force composite method places 
the responsibility for making estimates upon 
members of the sales force. Sometimes, these 
estimates are made privately by the salesmen 
on forms provided for the purpose; other 
times, the salesmen in conference with the 
sales manager, discuss sales opportunities in 
their respective territories. This method is 
better, especially if the conferences are sup- 
ported by records of past performance and 
market possibilities. It gives the salesmen a 
base figure to which additions or subtrac- 
tions can be made. Another advantage is 
that it gives the salesmen a feeling of having 
a say in sales planning. Because of this fea- 
ture, it has been called the “psychological 
quota system.” 

Unfortunately, manufacturers who deter- 
mine sales quotas by permitting salesmen to 
estimate the amount of expected sales gen- 
erally find that it leads to trouble. Salesmen, 
as a rule, are not good judges of future distri- 
bution; they are inclined to optimism and 
their estimates are not always determined 


by logic.® They fail to heed the demands of 
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the market, general business conditions, in- 
troduction of new products, and advertising 
programs. For these reasons, many authori- 
ties do not favor permitting salesmen to 
determine quotas.” 

Many sales organizations investigate and 
watch the work of each salesman. In this 
way they determine whether the salesman is 
an optimist or a pessimist and take this factor 
into account if the salesman is allowed to set 
his own quota. When, as in some cases, the 
salesman is permitted to set his own quota, 
it is generally good policy to have it reviewed 
by other sales executives. If the quota is set 
too high, the salesman can become discour- 
aged and the production department may 
build up excess inventory. If the quota is too 
low, the salesman is inclined to relax a bit 
after the goal has been reached, or there may 
be a shortage of goods to meet the demand 


stimulated by the salesman’s efforts. 


Past Performance Method 

Some concerns base quotas almost entirely 
on past sales. The usual procedure is to in- 
crease the sales volume from the previous 
year (or an average of sales over a period of 
several years) and then apportion the total 
quota to the territories and products on the 
basis of their past records. Another proce- 
dure is to increase each salesman’s quota 
over the past year by an arbitrary percent- 
age. 

The past sales method of quota setting 
is simple and is often used when no company 
sales forecast or sales potential has been 
determined. It is a poor method of quota 


‘in that it fails to take into considera- 


setting, 
tion changes in the market or sales potential 
in the territories.’ If this method of quota 
setting must be followed, the use of an aver- 
age sales figure for the past several years, 
instead of the previous year’s sales is pref- 
erable because such an average will reflect a 
trend and compensate for both abnormally 
high and low years. 

One of the disadvantages of this method 


is that it may fail to stimulate enthusiasm 
in the salesman. It is always difficult to con- 
vince him that his quota is just. The maxi- 
mum value of a quota can be obtained only 
when the district sales manager and the 
salesman both know that it is based on fun- 
damental marketing conditions in the terri- 
tory and that its attainment is possible. 
Sales quotas based on previous years’ 
sales may not uncover ineffective sales per- 
formance in a given territory. Although a 
salesman may have had what was considered 
good sales volume last year, the sales poten- 
tial in the territory may actually have been 
much more. Increasing his previous sales 
volume by an arbitrary percentage for the 
current year does nothing to recover this 
potential. Thus, a salesman may have per- 
formed poorly for with no 
recognition by sales management that this 


many Vyears 


was the case. 


Market Factor and Market Index 
Market market 


widely employed by numerous companies in 


factors and indices are 
apportioning sales forecasting among terri- 
tories in the form of quotas. Usually, the 
quotas are based on one or more statistical 
series which indicate a sales opportunity for 
their products. Any such series is called a 
market factor. Such statistical series often 
include disposable income, retail sales, in- 
come tax returns, employment, population, 
automobile registrations, bank deposits, and 
birth registrations, to mention a few. The 
market index expresses—in the form of a 
total for the United 


States—the potential in a given county or 


percentage of the 


trading area, 

The problem at once arises of selecting 
from these statistical series the most signifi- 
cant factor, or group of factors, in any par- 
ticular case. Ordinarily, the first step re- 
quires making up a list of possible factors 
for which data is readily available. This 
requires common sense judgment, an ac- 


quaintance with factors used by manufac- 
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turers producing competitive goods, and 


familiarity with types and sources of statisti- 
cal data available. The next step is to study 
each factor to determine its significance and, 
by this means, choose for final use a small, 
usable group of factors. 


Single Market Index 


The most common single type index is 
that which measures the market for a specific 
product. Whenever the purchase or posses- 
sion of one product is a necessary condition 
for the purchase of some other product, the 
purchase or ownership of the former may be 
used as a market index for the latter. For 
example, a family almost never buys a per- 
ambulator unless it includes, or soon will 
include a baby, so for the perambulator con- 
cern, birth registrations form a good market 
index. 

There is also a danger in using a single 
index unless it can be justified as a relation- 
ship not due to chance. For instance, auto- 
mobile registrations may properly serve as a 
single index to the potential sales of auto- 
mobile tires in different territories, but they 
would be totally inadequate as a single index 
for potential sales of electric water heaters. 
However, the number of homes wired for 
electricity does furnish a single index for the 
sale of electrical household appliances. If 
a company can find a single market index to 
reflect sales, it is fortunate in having a rela- 


tively inexpensive means of setting quotas. 


Composite Market Index 

Several market indices can often be com- 
bined to form a single market index. A 
company may use such an index to distribute 
the forecast to counties, trading areas, or 
other geographic divisions. 

The chief problem is to combine the fac- 
tors comprising a composite index in such a 
way as to give a single index of market 
values for each part of the market, such as 


county, district, or other division, giving 
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due weight to each of the several factors 
selected. 

Steps which can be taken to combine the 
market factors into a single index are: 


1. Each factor must be expressed in a 
form appropriate for the computation of 
a total, usually a percentage. 

2. Weights must be assigned to the 
various component indices so that each 
will have an influence on the single index 
in proportion to its importance. The as- 
signment of weights may be guessed, trial 
and error, or made by the multiple cor- 
relation method. 

3. The weights are applied and through 
a summation and averaging process a 
single index is derived. 


A manufacturer of lubricating equipment 
for the automotive trade uses the following 
factors to set quotas: motor vehicle registra- 
tions, number and dollar volume of sales 
through gasoline service stations, number 
and dollar volume of sales by car and truck 
dealers, number of automobile repair shops, 
number of automotive jobbing outlets, auto- 
motive parts manufacturers’ sales volume to 
automotive jobbers, and shop equipment 
and tool manufacturers’ sales volume to 
automotive jobbers. In addition to these 
figures, the company’s past sales are used. A 
weighted index is derived by balancing the 
potential index and the past sales index 
through the use of a weighted average. This 
method has proved to be very satisfactory 
over many years. 


Correlation Analysis Method 


Correlation analysis is a useful tool in 
selecting market factors and assigning 
weights to the market indices. Granted that 
no simple list of market indices can be 
offered having universal application, the 
problem is to select the factors which should 
determine the sales quotas. 

The first step is to draw up a list of pos- 


sible factors for which data are available. 
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The next step is to study each factor to de- 
termine its significance in relation to the 
problem by employing correlation analysis 
to select a usable group of factors. This 
method is based on the theory that, if certain 
factors are truly related to the sale of the 
product, such relationship will have existed 
in the past. Therefore, the best combination 
of these factors is one which most closely 
correlates with past sales of the industry. It 
is assumed that a relationship which has 
held true in the past will continue to hold 
true in the present and near future. 

After the factors have been selected, each 
is converted into an index number. Most 
index numbers are a form of percentage. 
Now, the problem is to combine the indices, 
usually at least three, into a single index, 
giving each its proper weight in proportion 
to its importance. This is frequently done by 
guessing or trial and error, but use of mul- 
tiple correlation will give each index its 
proper weight in the combined single index. 


Apportioning Sales Quotas 


A quota for the sales department as a 
whole may be broken down into sales dis- 
tricts or territories, and finally into each in- 
dividual salesman’s quota. The process of 
dividing it is done both at the sales head- 
quarters office and at district offices. That is, 
the sales headquarters office assigns each 
sales district a certain quota, and the dis- 
trict must then divide its own quotas among 
its salesmen. 

Quotas may be established not only for 
salesmen but also for products. They may 
be set up for months or quarters’ or for each 
season. Here are the major possible break- 
downs. 


By Periods of Time 


All quotas call for a time limit, but this 
varies in different cases depending on such 
things as seasonal variations, prevailing busi- 
ness conditions, and frequency in which sales 


management wants to measure salesmen’s 
performance. 

Some manufacturers put quotas on an 
annual basis. Generally speaking, however. 
the annual quota covers too long a period to 
permit more than approximate accuracy, 

Other manufacturers put their quotas on 
a quarterly basis. When there is some sea- 
sonal variation it is advisable to apportion 
annual sales in relation to the proportion of 
total sales in each quarter during previous 
years. Quarterly quotas are most frequently 
used by industrial goods producers, 

The monthly sales quota is often used by 
manufacturers. When quotas are broken 
down on a monthly basis, a method em- 
ployed to apportion the annual quota is to 
apply seasonal indices to the total quota, 
Monthly quotas probably have a great effect 
on salesmen because they offer a means of 
periodic review. By the use of monthly 
quotas, the planning and production depart- 
ment of a manufacturing firm can increase 
or restrict the output of goods and thus avoid 
overproduction and keep inventories in 
balance.” 


By Territories 


Practically all manufacturers must divide 
a total sales quota along territorial lines. 
First the sales area is broken down into large 
geographical sections. These, in turn, are cut 
into smaller segments the size of the sub- 
territory or district depending on many fac- 
tors. Some companies even set quotas by 
counties and city blocks. 

A frequently used method is to determine 
a territory’s quota by figuring “from the top 
down” the amount of sales expected by the 
manufacturer during the period and then 
apportioning this amount among the various 
sales territories. Another method is the “built 
up method” which totals all the county quo- 
tas comprising the territory, or uses county 
statistical data to determine the territory 
quota. 
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Classification by territories is essential 
both for setting quotas and for checking 
sales performance against these quotas. Such 
territorial quotas are necessary to locate 
weak spots in the distribution of the com- 
pany’s products. They also show the com- 
pany faults in its system and where to apply 
remedies such as adding salesmen, changing 
territorial boundaries, increasing advertising, 
and so on. 


By Products 


Quotas may apply to the aggregate of all 
products sold or may be determined for in- 
dividual products. It is usually advisable to 
divide the quotas into units for products in 
order to check whether salesmen are dis- 
tributing their sales among the entire line 
of products, or merely concentreting on 
easy-to-sell items. A salesman might obtain 
a large volume of sales by pushing items on 
which little or no sales resistance is offered, 
but this may not be so profitable to the com- 
pany as the work of another salesman whose 
over-all volume may be smaller but who has 


obtained a good volume on high profit items. 


By Individual Salesmen 


Many companies using the quota system 
assign individual sales quotas to their sales- 
men. Some companies have more than one 
salesman in a territory. When this is the case, 
the territory quota is divided individually 
according to potential sales, previous sales, 
and capacity of the salesman. 

In some respects, setting quotas for indus- 
trial salesmen and /or sales engineers is easier 
than for consumer goods salesmen. The 


market for industrial goods consists of a 
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definite, determinable, and relatively small 
number of buyers. In addition, there is a 
decided concentration of industrial plants. 


By Middlemen 


A manufacturer selling through whole- 
salers, jobbers, or distribution has compara- 
tively few accounts, as compared with a 
manufacturer who sells directly to retail out- 
lets. Manufacturers not directly controlling 
the distribution of their products often help 
their middlemen in formulating quotas by 
furnishing them with data about the number 
of consumers and market conditions in the 
area. Many go still further and provide 
their distributors with sales helps, and pros- 
pective customer lists. 


Follow Up 


Quotas must be acceptable to the indi- 
viduals to whom they are assigned. One of 
the first problems, therefore, is to sell the 
idea of a quota to the sales force. After the 
sales force has accepted a quota, it is neces- 
sary to devise plans and methods for inform- 
ing salesmen about their performance. The 
sales manager must keep the salesmen in his 
force interested in their tasks and must see 
that each attains his quota. He must en- 
courage, advise and warn to get results. 

If the sales quota system is to work effec- 
tively, it is necessary to see that the sales- 
men’s time and effort are planned in large 
measure for them. Their territories must not 
be too large, either in area or number of 
accounts; their routing must be planned so 
that they can cover their territories effec- 
tively, and they must be given any other 
assistance necessary to help them make sales. 
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ROG WIMUCLD 


The Population Explosion- 
Its Implications for Business 


JAMES GILLIES 


Don't let the bumper baby crop fool you. There are undercur- 
rents in the population boom which are not so good for business. 
Among them are the prospect of a smaller labor force, an im- 
balance of youngsters and old folks to self-supporting adults, 
skyrocketing land values, permanent traffic jams, and continual 
migrations of a restless people still going west or leaving farms 
to try their luck in the big cities. 


Few assumptions are more important to the 
many optimistic forecasts of business activity 
during the “soaring sixties” than the proposi- 
tion that the population crowth of the past 
two decades will continue. Such assumptions 
automatically imply that the growth of popu- 
lation during the next decade is assured and 
that such growth is automatically good for 
business. While both assumptions may well 
be true, it is interesting to analy ze some of 
the less obvious implications of population 
growth for business and to raise a few ques- 
tions concerning the history of the accuracy 
of past population predictions. 

In few, if any, areas of forecasting is the 
record of prediction poorer than in the field 
of population. A cursory examination of pre- 
dictions of population growth made in the 


1920's indicates that in general, forecasters’ 


consistently overestimated the rate of popu- 
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lation growth in the United States for the 
1930's. 

Similarly, an examination of population 
predictions made during the 1930's clearly 
suggests that forecasts made then consist- 
ently underestimated population growth 
during the 1940's, and even in the mid- 
1940's there were few demographers predict- 
ing a rate of population growth during the 
1950’s approaching the rate that actually 
occurred, The impact of these predictions 
on other types of economic forecasting is 
best illustrated by the important role that 
“population growth” played in Professor 
Alvin Hansen's “stagnation theory” which 
was so widely discussed during the 1930's. 

The reason for the general inaccuracy of 
population predictions is that they are pri- 
marily based on current trends. Forecasting 
techniques range from the relatively unso- 
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phisticated extensions of rates of growth dur- 
ing the past ten years, or an average of 
annual rates of change to the complicated 
cohort-survival method and from the biologi- 
cally inspired theories of Raymond Pearl to 
the economic and socially based work of 
Myrdall. Primarily, however, in spite of vari- 
ous theories, current population forecasts are 
an extension of current patterns. 

There are various reasons for the extensive 
preoccupation of population forecasters with 
current forces in the economy, not the least 
of which is the fact that social patterns are 
not expected to change rapidly. During the 
period 1950-1960 the average age of girls 
at marriage has dropped appreciably and 
it is expected that this trend will continue. 
Since 1950 the birth rate has increased sub- 
stantially and it is argued that this can be 
expected to continue. Such fundamental 
social forces are the result, it is suggested, of 
so many factors coming to bear on society at 
one time that such conditions can be taken 
as more or less permanent patterns. But are 
changes in social activities slow to develop? 
For example, is the change in marriage pat- 
terns influenced by so many things that it 


will not alter rapidly? 


Recession Cut Birth Rate 

The evidence to indicate that these social 
trends are more temporary phenomena than 
permanent characteristics of the economy is 
not great, but there are indications. For ex- 
ample, in the recession of 1957, available 
data suggest that nothing changed more 
rapidly than the marriage rate. In spite of 
the studies showing a decline in the age of 
marriage and an increase in family forma- 
tion, the marriage rate changed more during 
the recession than unemployment, capital 
investment, housing starts and practically all 
other major indicators of economic activity. 

Similarly, in the recession of 1949 avail- 
able figures indicate the same pattern. More- 
over, the birth rate dropped equally rapidly 
in the two recession periods. Such data as are 


available show that the rate of family forma- 
tion decreased more between 1930 and 193] 
than employment, incomes or stocks, In 
other words, social trends are apparently 
amazingly influenced by economic factors. 
Indeed, birth rates and rates of family for- 
mation seem to be more susceptible to 
changes in the economic climate than many 
other factors. , 


Economic Influences 


It follows, therefore, that simply because 
population increased substantially during the 
past two decades in the United States, there 
is no necessary reason to believe that it will 
continue to grow in the next decade unless 
the economic forces and factors at work in 
the 1960’s are comparable to those deter- 
mining economic conditions in the 1950's, 
In other words, population growth is more a 
result than a cause of economic growth. If 
levels of economic activity remain high, 
there is relatively little unemployment and 
personal incomes are high, population will 
continue to increase at or close to the rates 
of increase during the 1950’s. If on the other 
hand there is an economic recession of any 
magnitude, then the rate of family formation 
and population growth will decline. 

The preceding analysis of the accuracy of 
population forecasts should not be inter- 
preted as meaning that population will not 
increase in the next decade. A study of the 
underlying forces indicates that population 
will indeed increase, and the increase will 
have important implications for business 
activity. 

If it is assumed that the basic economic 
factors in the economy are such that popula- 
tion will continue to increase during the 
1960’s—and this appears to be a reasonable 
assumption—what will be the major changes 
in the composition of the population that will 
affect business? Clearly, they fall into two 
broad categories—changes in the age distri- 
bution of the population and changes in the 


geographical location of the population. 
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More Old Folks 


The meeting of two divergent forces in 
American society is creating a new age- 
distribution pattern of the American people. 
First, the great advances in medicine, par- 
ticularly in the field of geriatrics, mean that 
more people are living longer. As a result, 
the proportion of the American population 
over 65 is increasing and will continue to in- 
crease in the 1960's. It is estimated that in 
1960 there are approximately 16 million 
people over 65 in this country. Between 
1940 and 1950 the total population of the 
nation increased 13.5 percent but the popu- 
lation over 65 increased 35.2 percent. Be- 
tween 1950 and 1957 the population of the 
nation increased 12.5 percent, but the popu- 
lation over 65 increased 21 percent. By 1970 
there will be more than 20 million people in 
the United States over 65. 

At the same time as modern medical sci- 
ence is extending life, the lower average age 
of marriage and the high rate of family for- 
mation is generating more life. In 1950, the 
average family size was 3.54 and by 1959, 
it had increased to 3.66. By 1970 the average 
family size may well be 3.9. 


More Children 


As a result of the prolificity of the Ameri- 
can female there were 25% of the people in 
the 15 years or less age bracket in 1940, 27% 
in 1950 and 31% in 1959. When this is ex- 
tended to the 20 years or less group the 
figures are just as impressive. By 1959, 38.5% 
of the population was less than 20 whereas in 
1950 only 34.0% fell in this age bracket. By 
1970, the medium Census projection esti- 
mates that the percentage will be more than 
37%, 

The result of the confluence of these two 
relatively independent factors is that in the 
1960's there will be a greater proportion of 
the population over 65 and a greater propor- 
tion under 21 than ever before in the history 


of the nation. The corollary of this situation 


is, of course, that there will be a smaller pro- 
portion in the age group 20-65 and yet this 
is the group which must produce the goods 
and services for the economy. 


Smaller Labor Force 


In other words, during the 1960's a major 
impact of the population explosion will be a 
smaller labor force to support a larger popu- 
lation. Obviously, such a situation could well 
mean a lower standard of living for everyone 
in the nation unless (1) productivity per 
worker increases, (2) the number of hours 
worked per week is extended, and/or (3) the 
age at which members of the labor force 
retire is raised. 

The implications of these conclusions are 
interesting. First, it is clear that every effort 
toward increased automation must be 
pushed, Only if individual workers can pro- 
duce more will it be possible to maintain 
living standards, and the normal way of in- 
creasing output is to increase capital invest- 
ment per man. The second alternative (or 
possibly compensating factor) is for all work- 
ers to work longer hours. While there is little 
likelihood that the mythical 40-hour week 
will be increased, it appears unlikely that the 
working week will be reduced. The 1960's 
will not be the decade of the four-day week. 
The age-distribution pattern is against 
shorter working hours unless the increase in 
technology is beyond current expectations. 

There are many other implications of the 
new age distribution from a national view- 
point. Clearly, benefits for over 65 year citi- 
zens will be increased as their political 
power increases. However, by the mid-point 
of the 1960's it is probable that the demands 
for more aid to senior citizens will decline 
since by that time a much greater proportion 
of the group will have been actively em- 
ployed in the late 1940’s and early 1950's 
and therefore will have designed their retire- 
ment programs on the basis of World War II 
rather than 1930 price levels. The immedi- 
ate problems of the over 65 group are cur- 
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rently compounded by the fact that so many 
of the group developed their retirement 
yrograms on a pre-1940 price level basis. 
prog 


Population Shifts 


Probably one of the most significant social 
changes in the first half of the twentieth 
century has been the development of a high 
degree of mobility among the American 
people. The assumption of the classical 
economists that labor will move in response 
to changes in economic opportunity has been 
fulfilled to an unexpected degree. Today the 
United States is a nation of mobile people, 
and the movement is in response to changing 
patterns of economic activity throughout the 
country. 


Exodus from the South 

The three basic migratory movements are 
(1) from the south to the north, (2) the east 
to the west, and (3) the farm to the city. In 
spite of the fact that a good deal of publicity 
has been given to the movement of industry 
into the south basically the south is losing 
population. Most of the migration is by mem- 
bers of minority groups into the northern 
industrial cities of Chicago, Cleveland, New 
York, Detroit and Philadelphia, and such 
movement is creating many problems, both 


for the migrants and the cities. 


Westward Migration 


The movement from the east to the west 
is well known. California is the fastest grow- 
ing state in the nation in terms of absolute 
number. Indeed between 1950 and 1960, 
while the population of the nation was in- 
creasing approximately 17 percent, Cali- 
fornia’s increased by 45 percent. In fact, the 
increase in population in the Los Angeles— 
Long Beach metropolitan area—only one of 
the ten metropolitan areas in the state—has 
been greater than that of any other metro- 
politan area in the nation and even greater 
than the population increase of any state 
with the exception, of course, of California. 


The fourteen southern California counties 
alone have on the average, since 1950, added 
1,000 people to their population per day, 


Lure of the Big City 


Perhaps the most significant of all the 
migration movements, however, has been 
from the farm to the city. Since 1950 it js 
estimated that 90 percent of all the popula. 
tion increase in the nation has taken place in 
urban areas, Seventy-five percent of the 
nation’s population now lives on 7 percent 
of the land area and it is estimated that by 
1970 the metropolitan areas of the nation 
will contain as great a population as lived in 
the entire country in 1940. As a result of 
this centralization of population, the subur- 
ban areas of cities have increased at a very 
rapid rate. For example, between 1940 and 
1950 the suburban ring of metropolitan areas 
grew 2% times faster than the central core, 
but between 1950 and 1960 the suburban 
area grew seven times faster than the core. 

The population movements have had and 
will continue to have important impacts on 
marketing organizations and programs, but 
in addition they greatly influence, although 
perhaps less directly, other aspects of busi- 
ness operations. 

While all the changing patterns of popu- 
lation have important impacts for business, 
perhaps none is more important than the 
urbanization movement and its effect on the 
use of land. 


Land Boom 


The great centralization movement of 
population into smaller urban areas has, of 
course, meant that land has increased in 
value. Indeed, in many urban regions by far, 
the scarcest resource is land. Consequently, 
land prices have risen rapidly—in fact, so 
rapidly that many observers are concerned 
about the possibilities of a serious specula- 
tive boom in land. Actually, however, in 
most instances the high prices are more 4 


consequence of great increases of demand 
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in the face of relatively fixed supplies than 
excessive speculation. 

The high price of land has led to the need 
for a more effective use of land. Land has 
become too valuable to be wasted or to be 
ysed in anything but its highest and best 
manner. Consequently, it is not unusual to 
find areas of cities where land values have 
increased to such an extent that existing im- 
provements can be replaced—even though 
they have economic life remaining in them— 
with more intensive types of developments. 
For example, in Hollywood many of the 
large single family homes have been re- 
moved and replaced by apartment houses, 
and in Los Angeles the large Twentieth 
Century Fox movie studio is to be developed 
with high-rise apartment houses and office 
buildings. It is certain that during the next 
decade great changes will take place in the 
structure of cities through more intensive use 


of land. 


Urban Renewal 


It is also highly probable that more inten- 
sive efforts will be made during the next 
decade to redevelop older sections of com- 
munities under the auspices of both local and 
Federal redevelopment programs. No longer 
will it be economically feasible to permit 
well located land to be occupied by slums 
and blighted properties and extensive efforts 
will be utilized to clear such property. In 
addition, pressures on land planning and 
zoning officials will prevent overzoning or 
requirements of use too extensive in relation 
to actual needs. 

It is unlikely, however, that even the most 
stringent programs of development, urban 
renewal and planning will be sufficient to 
solve the problems created by the urbaniza- 
tion movement. Such operations will have to 
be supplemented by programs to prevent 
congestion in already developed regions and 
to bring land in peripheral areas into closer 
contact with central cities. 


Since population moves into areas of eco- 
nomic opportunity, clearly one manner of 
preventing additional urban congestion is to 
adopt policies and programs whereby eco- 
nomic opportunities are created outside of 
the major urban complexes. One way of 
doing this is to provide incentives for manu- 
facturers to locate plants outside of the 
major metropolitan regions. Clearly, the 
great growth of the past decade in cities has 
been directly related to employment oppor- 
tunities, so to the extent that these can be 
moved into less urbanized areas the rate of 
increase of existing centers can be slowed 
down. 

In California, for example, such a policy 
would lead to the establishment of plants in 
cities other than Los Angeles, San Jose, and 
San Diego where some of the growth has 
been greatest. 

Equally important as dispersion of 
plants for controlling population growth is 
the creation of effective transportation sys- 
tems between and among cities. There is, of 
course, no shortage of land—only a shortage 
of land in close proximity to the central sec- 
tions of communities. To the extent that 
effective transportation systems can elimi- 
nate the distance between cities in terms of 
the time that it takes to travel between them 
—and time is the important dimension— 
more and more land is made available for 
effective use. 

In southern California during the past two 
decades considerable emphasis has been 
placed on the freeway system as an effective 
integrating system and it is planned that 
eventually a 600-mile network of roads will 
be completed. However, the great growth of 
population has raised the question of 
whether or not such a system can be as effec- 
tive in the future as it has been in the past. 
For example, the Ventura Freeway which 
was opened in April, 1960 was considered 
by experts to be operating at capacity in 
May, 1960. 
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Freeways or Mono-Rail? 

If new freeways are completely utilized 
within a month after they are opened when 
the population of the region is 6 million, how 
effectively can they be expected to operate 
when the population is 12 million? Clearly, 
they must be supplemented with some type 
of inter-urban rapid transit system such as a 
mono-rail which can efficiently and rapidly 
transfer people from area to area. This, of 
course, is quite different from the normal 
concept of mass transit systems as a means 
of transporting people within the confines of 
a city. What will be needed is a system for 
moving people from one area of concentra- 
tion to another. 

In spite of all these activities—land clear- 
ing, improved transportation, plant location 
programs—it is certain that urban land will 
continue throughout the decade of the 1960’s 
to be in relatively short supply. The con- 


tinued urbanization of population with’ 


related increases in land prices will have an 
important impact on all types of land use— 
residential, commercial and industrial—with 


concomitant impacts on business. 


Land Costs Cut Building 

It is interesting to note that between 1776 
and 1934 about thirty percent of the Ameri- 
can people were able to become homeowners 
but that between 1934 and 1960 another 30 
percent gained their own homes so that the 
current level of homeownership in the 
United States is about 60 percent of all 
families. The tremendous increase in home- 
ownership which was stimulated primarily 
by the FHA-insured and VA-guaranteed loan 
programs has led to the building of great 
numbers of single-family homes in the 
peripheral areas of urban regions. Some idea 
of the magnitude of the building boom is 
evidenced by the fact that in the Los Angeles 
metropolitan area alone in 1950 more houses 
were built than in the nation as a whole in 


1933. In every year since 1950 more than 


1 million housing units have been con. 
structed and sold throughout the nation, 
While the pattern of lending inaugurated 
by the FHA—long-term fully amortized rela- 
tively low-interest bearing loans—was aq 
fundamental factor in encouraging | this 
building, there is no doubt that mass build- 
ing took place on relatively inexpensive land, 
In 1946 the “tract builder” planned on the 
basis of lot costs representing 10 percent of 
the total value of a completed house. By 
1950 the proportion had crept up to 15 per- 
cent and at mid-point in the decade it was 
close to 18 percent. However, with current 
land prices, builders are finding it impossible 
to acquire and improve land for mass build- 
ing (4.5 units per acre) at less than 25 percent 
of the price of the finished house. Since 1950 
it is estimated that raw land prices near 
urban centers have increased by 112 percent. 
As a result of high land prices builders are 
inclined to build more expensive homes, in 
order that the land element of costs be kept 
at a proportion which will permit the com- 
pletion of high quality products. However, in 
doing so they are building for a smaller 
market and forcing many potential lower- 
income home purchasers to buy older homes 
or to rent. Consequently, one of the implica- 
tions of the rapid rise in land prices for the 
1960's may well be that the total proportion 
of home-ownership in the nation will de- 
crease. In turn, this means fewer houses built 
in relation to population increase although it 
may not mean less in terms of dollar volume 
of construction. However, fewer units can 
have a dramatic impact on sales of certain 


types of furnishings and appliances. 


Houses vs. Apartments 


A corollary of this type of development, 
of course, is the construction of a larger num- 
ber of apartment units. If the proportion of 
homeownership goes down, the proportion 
of renting must go up and this implies more 
apartment occupancy. It is not unlikely that 


as the 1950’s have been the decade of single 
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family construction, the 1960’s may be a 
decade of increasing apartment house build- 
ing. 

Since the end of World War II commer- 
cial operations have changed dramatically. 
With the increased urbanization of the popu- 
lation, the rapid increase in the use of the 
automobile, and the inabilities of older sec- 
tions of communities to cope with increased 
volumes of traffic, a greater and greater 
volume of commercial trade has been taking 
place in shopping centers. These centers, 
which vary in size from small neighborhood 
developments of five acres and 40,000 square 
feet of selling space built around a super- 
market to gigantic regional centers of 100 
acres and 500,000 square feet of selling 
space built around a department store, have 
been a dominant factor in retail trade in the 
post World War II period. Indeed, it is esti- 
mated that over 3,000 major centers have 
been constructed since the end of the war. 

There is little evidence in any of the cur- 
rent trends on development and growth to 
indicate that this pattern is changing. More 
and more retail trade is moving to centers 
from downtown areas and it is probable that 
increasingly downtown areas will serve as 
centers for financial, governmental and cul- 
tural operations. As a result, the marketing 
and distribution pattern of retail suppliers is 
sharply changing and will continue to 
change throughout the next decade. 


Zoning Codes Change 

The increased mobility of the American 
people has greatly reduced the need for in- 
dustries to locate in relation to the labor 
market. In fact, the reverse situation is true. 
An industry located in an attractive com- 
munity can expect to attract a labor force to 
that community. One of the dominant factors 
in industrial site selection has become, there- 
fore, the nature of the community in which 
the plant is located. Manufacturers have dis- 
covered that the most important factor in 


eliminating labor turnover is a location in a 


pleasant community where the employees 
are pleased with the schools, shopping 
facilities and recreational activities. As a 
result, those communities that are well 
planned and well designed are in a superior 
competitive position for attracting new in- 
dustry, and this in turn has meant that many 
industries are moving to suburban locations. 

A result of this development is a redesign- 
ing of many zoning codes. In the past it was 
always considered essential to carefully 
segregate industry from other types of land- 
use, particularly residential, since it was be- 
lieved that industrial land automatically re- 
duced the land value of other types of prop- 
erties. With the modern architectural design 
of new industrial plants, it is now apparent 
that the inter-mixing of industrial and resi- 
dential land-use is not only not undesirable, 
but indeed may be very worth-while. How 
much more attractive is it for an industrial 
worker to be able to walk to his place of 
employment rather than competing with 
traffic? Indeed, the inter-linking of resi- 
dential, commercial and industrial develop- 
ment is certain to be an important part of the 
planning of the future. 

Evidence of these trends is already ap- 
parent. The “industrial park” in suburban 
communities is an important element in de- 
velopment programs and its use is certain 
to be extended. As a result the industrialist 
looking for a plant site may well now be 
forced to consider areas that a decade ago 
would be thought to be much too far from 
other plants, labor force and other facilities. 
The urban growth is creating a new pattern 
of industrial development. 

Similarly, at the other end of the spec- 
trum, the clearance of land in central sec- 
tions of communities is opening up many 
new possibilities for location of industries on 
central sites. Industrial location experts can- 
not ignore the impact of redevelopment pro- 
grams on the supply of potential sites for cer- 
tain types of industries. 
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The tremendous increase in the urban 
population of the nation has important impli- 
cations for business, as mentioned above, but 
it also has very important social implications. 
Certainly, in terms of creating a pleasant en- 
vironment within which the population lives, 
works and plays the impact of growth cannot 
be ignored. With land prices forced upwards 
it is much more difficult to maintain open 
areas for golf courses, parks and _play- 
grounds. Indeed, it is even difficult to pro- 
vide effective sites for schools. With growth, 
pressure for intensive development increases 
and land-planning is placed under consider- 
able strain. 

Business enterprises cannot afford to ig- 
nore these problems. The environment 
within which employees work has an impres- 
sive impact on labor turnover and morale. 


Perhaps equally important, the environment 


within which young people grow up and de- 
velop has an important impact on their social 
attitudes and behavior. 

These are matters of concern to American 
business and therefore it is an obligation for 
business to take an active position on prob- 
lems of urban redevelopment, planning, and 
land-use. Without the support of business, it 
is impossible for planning and zoning com- 
missions to maintain the standards that they 
need, or indeed develop standards, for assur- 
ing the orderly development of American 
communities. 

The pressures of growth create tremen- 
dous problems but every problem brings 
with it equal opportunities, When history 
evaluates the success of the current genera- 
tion it will do so not only in terms of how 
well it solves its problems, but also in terms 


of how well it lived up to its opportunities, 
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Stock Dividends are Lemons, Not Melons 


STEPHEN H. SOSNICK 


While stock dividends sound glamorous and warm the hearts 
of uninformed investors, the truth is that they are a wasteful 
method of reducing surplus, beneficial, perhaps, to marketwise 
insiders, but costly to stockholders and the firm that declares 
them. This article analyzes the cost of the average melon. 


Half the battle over the issuance of ordinary 
stock dividends by publicly held corpora- 
tions (Common on common, with a debit to 
surplus) has been fought and won. They are 
not “melons” in theory or in the eyes of the 
tax collector. The other half has not yet been 
joined. Are they actually burdens to the re- 
cipients? It is the purpose of this paper to 
show that they often are. 

The argument has two parts. First, ordi- 
nary stock dividends carry effects that are 
unfavorable to the common stockholders. 
These effects can be summarized by saying 
that stock dividends (a) reduce the surplus 
available for future cash dividends, (b) re- 
quire adjustment of previously reported data, 
c) cause the corporation substantial expense, 
and (d) considerably increase the recipients’ 
transaction costs. 

Second, under certain circumstances, such 
dividends may also carry effects that are fa- 


vorable to the recipients. These are primar- 


‘ily (a) an increase in cash dividends and (b) 


again in convenience and value from finer 
division of the units of ownership. But these 
effects, when relevant, could often better be 
accomplished by other means—most notably 
by a stock split. 


Tax Problems 


Various aspects of both points are well 
known. However, they seem always to be 
mentioned as reasons for rejecting the pop- 
war view that stock dividends are gains, 
rather than brought together as reasons for 
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taking, not a neutral, but a contrary posi- 
tion.’ Conversely, the neutral position seems 
invariably to be attacked from the “melon” 
viewpoint. 

The latter underlay the dissent of Justice 
Brandeis in the leading case on taxation of 
stock dividends—Eisner v. Macomber, 252 
U. S. 189 (1920). A few words about Bran- 
deis’ argument may clarify some of the issues 
discussed in the pages that follow. 

Brandeis argued that a stock dividend is 
equivalent to a cash dividend that is applied 
to a privileged subscription, and should be 
taxed equivalently. The two are indeed par- 
allel, but the moral—if one insists on con- 
sistency in substance, not form—is not to 
tax the stock dividend, but to refrain from 
taxing the cash dividend. This was the con- 
clusion of A. C. Whitaker, who, more than 
thirty years ago, analyzed the question in- 
cisively in The American Economic Review.’ 


Share Values Really Decrease 


Whitaker pointed out that the grounds 
for treating an ordinary stock dividend dif- 
ferently from an ordinary cash dividend are 
not that the latter increases the stockholders’ 
assets and the former does not; in both cases 
the value of the previous share holding de- 


‘creases correspondingly—if not exactly cor- 


respondingly, at least with a discrepancy 

that cannot be measured by the dividend. 
Rather, the grounds are that cash divi- 

dends (and, less clearly, property and bond 


dividends) are a convenient criterion of when 
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a stockholder realizes gains but stock divi- 
dends are not. “Funds remaining with your 
corporation are subject to the claims of its 
creditors and the risks of its business and the 
policy of its directors. They are not in your 
control,” Whitaker points out. 

It “is upon the occasion of the passing 
over of the profits to the shareholders that 
income to the latter arises, which is a way 
of saying that cash dividends (at least cash 
dividends from profits) are income to the 
shareholder despite the fact that they do not 
increase the shareholders’ net worths or net 
estates.” Stock dividends “likewise fail to 
increase the recipient's net estate... for 
there is only a mock transfer of value to 
him.” 

“If appreciation of A’s capital interest is 
income to him, ... it does not take the ges- 
ture of a stock dividend to make it income.” 
But why does the gesture not suffice, he 
continues, “as marking the point in time at 
which corporate income is to be recognized 
by shareholders”?’ Because, to condense this 
author's reasoning, (a) there is no real change 
in any entity's assets, (b) a split is equivalent 
and would not be so regarded, and (c) the 
debit to surplus is a poor indicator of the 
appreciation in value of the stockholding.’ 

Note, however, that in this view cash divi- 
dends are either no gain whatever (since the 
gain has already occurred, to the stock- 
holder, by appreciation of his holding) or 
else (if cash transfers are used as the criterion 
of when the gain constitutes “income” to the 
stockholder) a capital gains transaction, 
equivalent to sale to the corporation of part 
of the shares owned plus receipt of the 
shares back through a stock dividend. 

Of course, adopting this view in conjunc- 
tion with the prevailing method of taxing 
capital gains would further reduce taxes on 
property incomes. But the prevailing treat- 
ment of stock dividends and cash dividends 
is explained by reference to separate entities 
and realized gains in income accounting, 
and by a decision not to confer the capital 


gains tax rates on property income when it 
is realized in the form of cash dividends. 


Reduction of Surplus 


Any discussion of the unfavorable effects 
outlined above falls naturally into four prin- 
cipal categories, The first is that stock divi- 
dends represent a reduction of surplus. Stock 
dividends involving a debit to a surplus ac- 
count that can lawfully be debited for cash 
dividends will reduce the surplus available 
for future cash dvidends.’ 

Of course, it may turn out that the corpo- 
ration is never short of chargeable surplus, 
Surpluses may rebuild; there may always be 
more than enough to cover the cash divi- 
dends that the directors would choose to de- 
clare; and there are certain shrewd ways of 
creating usable surpluses.” Nevertheless, the 
tendency is in this direction. If surplus is not 
plentiful in the future, the devices to create 
it are neither costless nor polite, and cash 
dividends are likely to be cut. 

The directors, however, may desire to re- 
duce chargeable surplus. Why? One reason 
is precisely in order to forestall demands by 
stockholders for cash dividends. Another 
reason is to improve credit standing when 
mere protective provisions would not suffice. 
A third reason is emphasized by W. A. Paton 
and W. A. Paton, Jr., who state in their book 
on Corporation Accounts and Statements 
that the “situation is clarified if the decision 
to retain earnings is given legal and account- 
ing sanction.”” 

These reasons, where applicable, should 
not be viewed as an advantage of stock divi- 
dends. At best, they would negate one dis- 
advantage. I say “at best” on two grounds. 
First, for at least the second purpose just 
mentioned, a stock dividend would be self- 
defeating if a positive rate of cash dividends 
per share is maintained.” Second, there are 
other ways to accomplish a reduction in sur- 
plus which are less costly and/or more re- 
versible. These alternatives merit brief 
comment. 
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The Right Way 


By a charter amendment or even a mere 
resolution, the directors could transfer some 
earned surplus either to formal capital (by 
increasing par or stated value) or to capital 
surplus. “For example, section 1903 of the 
California Corporations Code states that ‘the 
stated capital of a corporation may be in- 
creased from time to time by resolution of 
the board of directors directing that a por- 
tion of the surplus of the corporation be 
transferred to the stated capital account. 
This power to ‘capitalize’ surplus at will is a 
more flexible and straightforward means of 
reflecting ‘forced reinvestment’ than the 
more formal stock dividend with its mis- 
leading implications and overtones.” 

There is also the alternative of creating 
surplus reserves. Paton and Paton scorn 
this “supplementary and relatively insignifi- 
cant alternative... ‘Reserving’ earnings as 


compared with outright capitalization has 


the advantage of simplicity of procedure and - 


also affords opportunity for revision of pol- 
icy....On the other hand, actual capitali- 
zation is a reasonable and sound procedure 
where the decision has been made, for the 
long pull, to build up invested capital 
through retention of income, and there is 
probably less danger of misunderstanding 
with respect to practical dividend possi- 
bilities... .” 

“Subdivision of retained earnings,” they 
continue, “... becomes definitely objection- 
able, moreover, when the purpose is to... 
make possible a resurrection of buried earn- 
ings when current conditions are unfavorable 
and those in control wish to keep up ap- 
pearances,”” 

Maintaining appearances is one way to 
put it; another way is to say that if stock- 
holders would later be eliminated in a re- 
organization or liquidation in any event, they 
might first have had the consolation of an- 
other cash dividend if surplus had merely 


been reserved instead of transferred.” 


Adjustment of Reported Data 


Stock dividends are confusing and will 
require adjustment of previously reported 
per-share data that might otherwise not need 
correction. The adjustment “would vary from 
one that you can do in your head to one that 
would necessitate extensive IBM undertak- 
ings. Also the job would depend on how far 
back you want to go.”™* Much of the physical 
burden here falls on the various reporting 
services. 

That is, much of the cost here is social, not 
private, whereas in the case, for example, of 
increased transfer taxes, there is a private 
but not a social cost. Nevertheless, stock- 
holders as a group probably bear such costs 
indirectly, in the form of higher prices for 
their publications and higher commissions 
for their transactions. 

The company’s own stockholders bear di- 
rectly the pain involved in correcting data 
in their own records and in mentally adjust- 
ing per-share information that was published 
before the latest stock dividend was “paid” — 
or else in being misinformed. 


Costly to Corporation 

A corporation issuing a stock dividend will 
incur up to ten kinds of expense. The major 
ones are (1) use of officers’ time, (2) handling 
of fractional shares, (3) issuing of certificates, 
(4) revision of the stockholders ledger, (5) 
mailing costs, (6) miscellaneous supplies, (7) 
increased franchise taxes, (8) charter amend- 
ment, (9) stock issue tax, (10) listing fees. 

To express these costs in money terms is a 
difficult and often arbitrary process, but one 
worth undertaking in order to have an idea 
of the amount of money at stake. Suppose 
we estimate costs for a two percent increase 
in the number of shares, and for a large, but 
not outstandingly large, corporation such as 
the Dow Chemical Company. A conservative 
estimate of the total is $200,000, or about 
$2.50 per stockholder or 0.7 cent per old 
share. The cost of a 200 percent increase is 
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conservatively estimated at about 1.0 mil- 
lion dollars for Dow, or about thirteen dol- 
lars per stockholder or four cents per old 
share. These and other totals, together with 
itemization, appear in Table 1, The support- 
ing analysis appears in the appendix. 


High Cost to Recipients 

Recipients of ordinary stock dividends will 
incur up to four kinds of expense: (1) nui- 
sance value, (2) increased transfer taxes, (3) 
increased brokers’ commissions, (4) more odd 
lot differentials. 

I have again attempted to obtain some 
idea of the magnitudes involved. For a two 
percent increase in shares, a conservative es- 
timate of the total is $50,000 for a corpora- 
tion such as Dow, or about 70 cents per 
shareholder or 0.2 cent per old share. For a 
200 percent increase, the figures are 1.6 mil- 
lion dollars, or 20 dollars per stockholder, or 
six cents per old share. These and other fig- 
ures appear in Table 1. 

Supporting analysis appears in the appen- 
dix, and includes discussion of the power of 
different large dividends or splits to round 
out odd lot holdings. 

Suppose we add together the cost to the 
corporation and to the recipients. As Table 1 
indicates, a conservative estimate of the 
amount at issue with a two percent dividend 
is three dollars per stockholder, or one cent 
per old share, or a quarter of a million dol- 
lars for a corporation such as Dow. With a 
200 percent increase in shares, the magni- 
tudes are thirty dollars per stockholder, ten 
cents per old share, or for Dow, 2.6 million 
dollars. 

Totals for other corporations might be 
estimated from the following equation, 
which approximates the four grand totals in 
Table 1 rather closely: T= 22+ 2.05H - 
0.0062HP + 2.33C + 0.47CP. where T rep- 
resents total cost in thousand dollars, H rep- 
resents the number of shareholders in thou- 


sands, C represents the number of common 


shares in millions, and P represents the per- 
centage increase in shares. 

The cost burden is not crippling, and even 
appears rather small when expressed per old 
share. Nevertheless, such cost is hardly neg- 
ligible, and to it must be added the reduc- 
tion of surplus and the adjustment of re- 
ported data.” These considerations should 
suffice to put a burden of proof on those who 
claim that a stock dividend would be bene- 
ficial. 


Supposed Benefits 

There are two principal ways in which 
stockholders supposedly benefit from stock 
dividends—increased cash dividends and 
greater convenience and value—and several 
related minor ways, which are mentioned en 
route. We shall see that there are other ways 
to confer these benefits, and reasons to pre- 
fer these other ways. 

A small stock dividend is often, because 
of the well-known practice of stabilizing 
cash dividends, associated with maintenance 
of the rate of cash dividends per share and 
therefore, starting the following period, with 
an increase in total cash dividends. Let us 
consider this contention in its own context— 
that is, assuming that cash dividends are 
being paid, that the stock dividend does not 
substitute for an immediate increase in cash 
dividends, and that the increase in cash div- 
idends is to the advantage of all stockholders. 


Stabilizing Dividends 


There is an obvious alternative to main- 
taining the cash rate per share and increas- 
ing the number of shares by some propor- 
tion. It is, starting next period, to increase 
the cash rate by the same proportion.” In- 
deed, this alternative has the advantage of 
introducing a change in the company’s rec- 
ord that remains visible even on a per-share 
basis." 

True, the stock dividend would, in effect, 
announce the change one period sooner. But 
this too can be accomplished without a stock 
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dividend if the board indeed wants to com- 
mit itself. An announcement would suffice. 
A scrip dividend might also be considered, 
or, more permanent, a bond dividend—per- 
haps subordinated income debentures; in- 
terest paid on either of these would, in gen- 
eral, be deductible.” At minimum, there is 
also the alternative of a stock split of equal 
magnitude instead of the stock dividend; 
we will compare the two shortly. 


Greater Convenience and Value 

Stock dividends produce a finer division 
of the units of ownership. Up to some point, 
this supposedly will tend both to be conven- 
ient to stockholders and to increase the value 
of pre-existing holdings.” 

Greater convenience supposedly results 
from a lower price per share. Then amounts 
of money can be raised or invested either 
more exactly or with less resort to odd lots. 
In special cases a lower price per share may 
also facilitate sale of new shares or simplify 
certain aspects of intercorporate mergers. It 
has also been said that it is better for public 
relations to keep per-share profits “low”— 
especially in the case of public utilities. 


Insiders May Anticipate Effect 

The putative increase in value may ap- 
pear gradually, or it may roughly be re- 
flected immediately as investors anticipate 
long-run developments. (There is some evi- 
dence that the entire increase, if any, occurs 
prior to the public announcement; this sug- 
gests that insiders anticipate any long-run 
effect.”) 

The long-run increase supposedly occurs 
because demand for the shares decreases less 
than proportionately. This occurs because 
some investors may not be aware of the dilu- 
tion, because more people will now be able 
to afford to buy one share or to stretch to a 
round lot, because there are widespread feel- 
ings that high-priced shares decline more 
rapidly and rise more slowly than low-priced 
shares and that high-priced shares are suit- 


able only for persons of large means, and 
because wider ownership of the company 
may improve its sales.” 

It may also occur that the supply of the 
shares increases less than proportionately, 
This may occur because, if the number of 
stockholders will be larger at a lower price 
and if tenacity will be greater with a larger 
number of shareholders, less of the equity 
would be offered per period.” 


Point of No Returns 


The point up to which these effects will 
occur is often said to be reached when price 
per share has been driven down to about 10- 
25 dollars. Further reductions supposedly 
would add little in convenience and in fact 
affect value adversely, by raising doubts 
about the investment quality of the shares 
and by impairing their standing as collateral, 

Within such limits, the effects are plaus- 
ible. That an increase in value will result 
seems possible, especially when price per 
share was very high (say above $200), al- 
though it has not clearly been confirmed or 
quantified by statistical analyses.” Equally, 
a gain in convenience seems reasonable, es- 
pecially with respect to very high prices per 
share, although the gain is hard to evaluate.” 

There is considerable appeal in the idea 
that corporations whose marginal earning 
power is “high” (how high, is a separate and 
complicated question) should retain all their 
earnings; they could, to quote one observer, 
then “simply split their stocks into shares of 
conveniently small value, so that each stock- 
holder could in effect declare his own divi- 
dends by selling that portion of his holdings 


which he chose. . . .”” 


“Gains” Tax Advantage 


This policy would be predicated on the 
idea, advocated by Modigliani and Miller,” 
that the only significance of cash dividend 
policy to the stockholder is to determine how 
much of the earnings of the firm will accrue 


to him in the form of cash and how much in 
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the form of capital gains or losses. If this is 
the only significance, tax considerations and 
the cost of reinvestment of cash received 
would lead many stockholders to prefer 
greater capital gains instead of cash divi- 
dends, and the policy would give them their 
choice. 

On the other hand, there are two opposing 
ideas. One is that the price of a share reflects 
the present value of the cash expected to be 
received on it in the future. The other is that 
small investors would encounter a six per- 
cent commission when they wanted to de- 
clare their own dividends by selling some 
shares. In any event, for present purposes it 
should be observed that the proposal favors, 
not stock dividends per se, but a low price 
per share, for convenience. 


Time Lag 

Both greater convenience and greater 
value, then, may follow. Notice, however, 
that the supporting reasons imply that the 
gains increase with the size of the stock 
dividend up to the specified limit. The argu- 
ment supplies little reason for increases in 
the number of shares of the order of two per- 
cent. There is one exception; investors’ un- 
awareness of dilution probably weighs more 
heavily with small dividends. 

Presumably (and it is a presumption) there 
is a tendency for price per share ultimately 
to adjust proportionately; small differences 
in the number of shares should not alter the 
equilibrium value of a firm. But with lags in 
awareness, the tendency may take some time 
to be substantially worked out—perhaps one 
reporting period if adjusted data are pub- 
lished at that interval. 

Thus, it might take a year after a two per- 
cent dividend before price per share reaches 
50/51 of what it otherwise would have been. 
If so, a semiannual two percent increase in 
the number of shares might cause a perma- 
nent increase in value of about two percent 
(perpetually, not per period). 

Several things should be noticed about 


this gain. First, it presupposes that investors 
will not eventually comprehend the semi- 
annual dilution and adjust previously re- 
ported data accordingly. Second, if the semi- 
annual installments were interrupted, per- 
haps because surplus runs dry, the two per- 
cent improvement would decay despite all 
the costs of creating and maintaining it and 
the fact that later generations of stockhold- 
ers would have bought while price was 
inflated. 


Mortgaging the Future 


Third, the gain would accrue primarily to 
the persons who owned shares at the time 
the policy was initiated; later generations 
would bear the cost of semiannual install- 
ments but gain only if the extra two percent 
they sold for represented more money than 
the extra two percent they bought at. And 
not even the original shareholders would di- 
rectly gain unless they sold out—that is, un- 
less they severed part or all of the very con- 
nection that makes their interests a matter of 
concern to management. 

For original stockholders who do not sell 
out, the semiannual costs would accumulate; 
ultimately, unless the value of the corpora- 
tion rose fairly rapidly, these costs would 
outweigh the two percent gain if it were 
ever realized. Of course, byproduct gains, 
such as greater convenience, may occur as 
the increases in number of shares add up. 
But these could more cheaply be obtained 
by occasional large increases in the number 
of shares—for example, by a 100 percent 
dividend every, say, seventeenth year. 


“Fooling the Public” 


These considerations are not conclusive; 
nevertheless, they seem to me sufficient to 
warrant a categorical rejection of occasional 
or periodic small stock dividends (or splits) 
aimed at fooling most of the people all of the 
time—unless the directors want to benefit a 
few insiders who plan to sell out. 

The third of these considerations would 
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apply also to an occasional large stock divi- 
dend (say 100 percent or greater), although 
with diminished force, since the cost of a 
given increase in the number of shares would 
be substantially less, especially if the split 
ratio is chosen to round out odd lots and to 
reduce the odd lot differential. 


Other Ways to Split Stock 

But suppose that price per share is very 
high, that the directors want to benefit those 
who would sell out or to broaden ownership, 
and that they believe that an increase in the 
number of shares would do so. Even so, a 
stock dividend is not necessarily indicated. 
There is another way—a stock split of cor- 
responding magnitude. 

While a split would be equivalent with re- 
spect to its impact on convenience and price, 
it may offer some definite advantages in four 
other directions. First, unlike a stock divi- 
dend, a split would not increase stated capi- 
tal and with it, sometimes, franchise taxes.” 
Second, similarly, if the shares have a par 
value, the split would leave unchanged the 
aggregate par value associated with a given 
proportionate interest in the company, and 
with it the transfer taxes levied by states that 
base their transfer taxes on the aggregate par 
value sold.* Third, a split would not reduce 
surplus and with it potential cash dividends 
(and the split could be undertaken even 
when negative surplus or negative profits 
would prevent a stock dividend). 


Exchange Regulations 


At least surplus would not be reduced ex- 
cept as required by state law, a regulatory 
commission, or a stock exchange.” Thus, the 
New York Stock Exchange will not authorize 
listing of the additional shares even from a 
split unless an amount equal to the fair value 
of the shares is transferred from earned sur- 
plus—this qualification applying, however, 
only if the number of shares is increased less 
than 25 percent.” Fourth, if preferred stock 


is outstanding—especially preferred with 
voting rights or rights to participate in divi- 
dends or assets beyond any preference—the 
question may arise whether the preferred 
shareholders are legally or morally entitled, 
because of either pre-emptive or participa- 
tion rights, also to receive additional shares, 
The answer may be clearer in the case of a 
stock split.” 

On the other hand, a split may have two 
disadvantages compared to a stock dividend, 
(1) Stockholders usually are sent not only a 
second stock certificate, but also a stamp to 
affix over the nominal value stated on the old 
certificates, this procedure involving less 
trouble and delay than does recalling the old 
certificates; a similar change is involved for 
the inventory of unissued certificates, stamp- 
ing by The American Bank Note Company 
costing about two cents per certificate. 

This trouble occurs if the shares have a 
par value (as do about two-thirds of the 
common issues listed on _ national ex- 
changes”), or if, anomalously, a stated value 
appears on the certificates for no-par shares. 
(2) In the case of either par-value shares or 
no-par shares with a stated value in the cor- 
poration’s charter, it would be necessary to 
amend the charter each time a split is to 
occur, instead of merely when authorized 
but unissued shares run low, as is the case 
with stock dividends. A charter amendment 
is costly ($3,000—or possibly $20,000—for 
our example, Dow), and it might be vetoed 
by the preferred shareholders if they would 
suffer dilution. 

These disadvantages are not conclusive. 
Neither stamping nor amendment is a major 
expense. Moreover, amendment would often 
be needed for a stock dividend too—and 
even more often should be needed in view 
of the extra franchise taxes that may be pro- 
duced by authorized but unissued shares. 
Most important, neither stamping nor 
amendment could be a differential burden 


in the case of “true” no-par shares. 
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implications 


In the case of corporations with true no- 
par shares, there would seem to be no rea- 
son for directors who are concerned with the 
welfare of the stockholders ever to declare 
a stock dividend. This statement is qualified 
by the fact that a stock dividend is equivalent 
—but not preferable—to a stock split in one 
set of circumstances: where either one would 
have the same effect on franchise taxes, 
where either one would have the same prob- 
lems with dilution of other securities, and 
where either one would have the same effect 
on surplus that is chargeable for cash divi- 
dends (because either a regulatory institu- 
tion or the directors themselves insist on 
reducing surplus). 

Given other circumstances, the board 
should choose, not a stock dividend, but a 
stock split if it wants to increase the number 
of shares, either alone or in conjunction with 
an increase in total cash dividends. 

But a decision to increase the number of 
shares, even by a stock split, should be made 
only if the benefits appear likely to outweigh 
the burdens. The potential benefits are 
greater convenience and value, and possibly 
conversion of odd lots, a lower odd lot dif- 
ferential, better public relations, wider 
ownership, less instability, easier capital- 
raising, listing on an exchange, less “piracy,” 
and some dilution of other securities. How- 
ever, it seems unlikely that these various 
benefits would in fact outweigh the burdens 
unless price per share is very high—say 
above $200—and is to be brought into a 
popular price range. That the benefits would 
predominate if this condition is met is plau- 
sible, but a matter of conjecture. 

The particular split ratio chosen should 
attempt to maximize the net benefit. This im- 
plies three things. First, it implies choosing 
a whole number for the split ratio, not a ratio 
such as 5-for-2. A whole number simplifies 
calculations, facilitates adjustment of re- 


ported data, avoids fractional shares and cre- 


ating odd lots in existing round lot holdings. 
Second, it implies choosing a whole num- 
ber that has the power to round out existing 
odd lots, not a ratio such as 3-for-1. 

Third, it implies choosing a ratio that is 
large enough to realize side benefits. The 
power to convert odd lots is greater, the 
larger the ratio chosen, provided the choice 
is confined to the basic ratios mentioned in 
the appendix with a 100-share unit of trad- 
ing, they are 2-for-1, 4-for-1, 5-for-1, 10- 
for-1, 20-for-1, 25-for-1, 50-for-1, and 100- 
for-1. 


Choosing Proper Split Ratio 


Furthermore a ratio large enough to bring 
price per share below $40 would reduce the 
odd lot differential, and a ratio large enough 
to bring price below $20 would reduce the 
rate of the New York stock transfer tax. On 
the other hand, certain burdens also increase 
as the ratio grows. Franchise taxes and list- 
ing fees may increase; the New York transfer 
tax relates to the number of shares; commis- 
sion charges increase relative to sales pro- 
ceeds as price per share falls; and there is a 
feeling that price per share should not be 
“too low.” 

While most of these considerations are 
quantifiable, they cannot in the abstract be 
weighted to determine an optimum split 
ratio for shares of given prices; their impor- 
tance depends on circumstances such as the 
state of incorporation, the proportion of odd 
lot holdings, and the proportion of transac- 
tions larger than the minimum shareholding 
whose commission is affected by different 
split ratios. It can be said, however, that the 
basic split ratios provide a sufficiently varied 
set of alternatives that one of them should 
fit any particular situation. 

On the other hand, splits or stock divi- 
dends under 100 percent, whether occasional 
or periodic, should be avoided (unless stock- 
holders’ wishes are given precedence over 
their welfare or the goal is to benefit some 
insiders who want to sell out). Direct benefit 
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from small increases in the number of 
shares—from investors’ unawareness of di- 
lution—will be short-lived if the action is oc- 
casional or quite expensive if it is periodic. 

Indirect benefits can better be accom- 
plished separately. That is, if merely an in- 
crease in total cash payments is desired, an 
increase in the cash rate per share should be 
announced, or perhaps a scrip or bond divi- 
dend declared. If merely retention of earn- 
ings or a substitute for a cash dividend is de- 
sired, a syrupy letter should be preferred. If 
merely a reduction in surplus is desired, 
purely accounting action should be taken. 
If merely an eventual large increase in the 
number of shares is desired, an occasional 
large split should be undertaken. 

In the case of a corporation with either 
par value shares or no-par shares with a 
stated value in the charter, the same consid- 
erations apply to a desire merely to increase 
cash payments, or to give the stockholders a 
substitute for cash, or to reduce surplus; 
there are less costly ways than by increasing 


the numbers of shares. Similarly, occasional 
or periodic small increases in shares are not 
melons and should be avoided. And here, 
too, no strong case can be made against sub. 
stantially reducing a high price per share by 
a well-chosen round number multiplication 
of the number of shares. 

In choosing between the two methods of 
accomplishing a large increase in the num- 
ber of shares, however, it is possible that here 
a stock dividend would be less burdensome 
than a stock split. If a charter amendment 
need not be undertaken, the dividend wil] 
have in its favor avoidance of the process of 
amending. The dividend would also, in the 
case at least of par value shares, avoid the 
use of stamps for the old certificates. The 
split may have in its favor effects on fran- 
chise taxes, on earned surplus, on dilution 
problems, and, in the case of par-value 
shares, on certain states’ transfer taxes. The 
balance will depend on the firm’s circum- 


stances. 
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APPENDIX 


Corporation Costs and Recipient Costs 


Corporation Costs. For a number of items I have relied on data that were kindly fur- 
nished me by the Dow Chemical Company and by a company that wishes to remain anon- 
ymous. The figures for Dow came primarily in a letter of February 15, 1960, from Mr. D. N. 
LeVert of the company’s Treasury Department, the information pertaining to a two percent 
stock dividend and to a 3-for-1 stock split, the latter being equivalent for the present pur- 
pose to a 200 percent stock dividend. 

Mr. LeVert stated that “The cost of the stock dividend is reasonably accurate for it is 
based on an actual stock dividend just recently [November 1959] paid. The stock split costs 
are only estimates based on today’s cost and could be either slightly higher or lower.” The 
figures for Corporation Anonymous came in a letter of March 18, 1960, from the company’s 
treasurer. They indicate, to the dollar, expenses incurred by Anonymous in connection with 
a recently issued five percent dividend. 

1. Officers’ Time. A stock dividend requires action by the highest officials of the corpora- 
tion and therefore consumes their time. To assign a figure here is especially arbitrary, and 
Anonymous made no attempt. Dow lists $1,000 for the two percent increase in shares and 
$10,000 for the 200 percent increase. The difference is plausible; a large increase in shares 
is likely to be less frequent and more debated than a small increase. Furthermore, the cost 
probably is substantially independent of the exact size of the small or the large increase— 
and of the size of the company. Let us simply indicate the magnitude involved with any 
small increase as $1,000, and with any large increase as $10,000. 


2. Fractional Shares. A stock dividend not in a multiple of 100 percent involves trouble 
with rights to fractions of a share. Sometimes stockholders are given cash equivalent to the 
fractions, in which case the corporation bears the expense of calculation and check writing. 
Sometimes warrants are given, made out to bearer and transferable by delivery, which the 
corporation or its transfer agent may for several years redeem for cash, accept with cash 
fora whole share, or maintain a market for—the corporation bearing the expense of calcu- 
lation, printing, and redemption. 

Sometimes the corporation gives stockholders order forms, with envelopes, on which to 
instruct the corporation or its transfer agent whether to sell the fractions or to buy the com- 
plements, any imbalance of orders being balanced by stock market transactions.” Both Dow 
and Anonymous followed this third route, and both indicate the cost of handling fractional 
shares as the largest single item in the cost of a small dividend: $110,000 for Dow, $24,456 
for Anonymous. 

The figures correspond nicely. Anonymous has about one-fourth as many stockholders as 
Dow, which has somewhat more than 80,000. Furthermore, a five percent dividend involves 
fractional shares for 95 percent of the possible stock holdings, as against 98 percent for a 
two percent dividend. Even the small discrepancy that may remain can be reconciled; it can 
be attributed to the fact that the cost stated for Anonymous includes only the fee of the trans- 
fer agent, not any part of the $8,432 spent for clerical assistance at the company’s offices. 
We may put the rate per stockholder, then—with exaggerated accuracy—at $1.38 for a two 
percent dividend and at $1.34 for a five percent dividend, expecting that the cost would vary 
among corporations about in proportion to the number of stockholders, That is, a corpora- 
tion such as General Motors, which has about 750,000 common stockholders, would incur 
acost about nine times the cost to Dow. 
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3. Certificate Cost. A stock dividend uses up stock certificates and requires that names, 
dates, and signatures be added. Dow puts the cost at $35,000 for the two percent increase 
in shares and at $100,000 for the 200 percent increase, figures which can be reconciled by 
supposing that only about a third of the stockholders ended up with additional shares after 
the small dividend. Anonymous lists the cost of 30,000 certificates and of dating at $4,997, 
or at $5,255 including the fee of The Signature Company. In addition, part of the $8,439 
spent for temporary employees represents a cost of preparing the certificates; this part would 
be $3,500 if the aggregate certificate cost were proportional to Dow's. On this basis, we may 
put the cost per stockholder at $0.44 for a small dividend, and at $1.25 for a large dividend, 


4. Ledger Revision. A stock dividend necessitates revision of the stockholders ledger and 
preparation of a distribution list. Dow figures the cost at $86,000 for the two percent increase 
in shares and at $250,000 for the 200 percent increase. The cost to Anonymous is included 
in the $8,432 spent for temporary employees, of which $4,932 remains. For a conservative 
estimate, let us use this lowest figure. Then the cost per stockholder comes—again with ex. 
aggerated accuracy—to $0.24 for a small dividend, and to $0.70 for a large dividend. 


5. Mailing Costs. A stock dividend entails mailing costs. Dow lists $8,000 for the two per- 
cent increase and $10,000 for the 200 percent increase, the difference being attributed to 
the larger number of certificates and greater insured value in the case of the larger increase. 
Anonymous lists merely $900 for first class postage. Using the Anonymous figure, the cost per 
stockholder comes to $0.04. 


6. Miscellaneous Supplies. This category includes “fractional order cards, billing  state- 
ments, checks for use when fractional orders are sold, extra lists for registrar, phone calls and 
numerous other small items.” Dow lists the cost of miscellaneous supplies as $6,000 for the 
two percent increase and as $25,000 for the 200 percent increase. Anonymous lists $3,000. 
Using the implicitly lower Dow figures, the cost per stockholder is $0.08 for a small divi- 
dend and $0.31 for a large dividend. 


7. Franchise Taxes. A stock dividend will sometimes produce an increase in the franchise 
tax levied by the state of incorporation and in corresponding taxes imposed by states in 
which the corporation transacts business as a qualifying foreign corporation. “In a few states, 
such as Arizona, Nevada, Indiana, North Dakota, and South Dakota, there is no annual 
franchise tax;” in “several states, such as California, Connecticut, Iowa, Massachusetts, 
Minnesota, New York, Utah, and Wisconsin, the state income tax has replaced the franchise 
tax.” In “other states the amount is calculated on a variety of bases, such as authorized capi- 
tal stock (Oregon), outstanding stock (Florida), capital stock and paid-in surplus (Illinois). ..” 
Capital stock is usually valued at par or, in the case of no-par shares, at an arbitrary amount 
per share ranging from ten to 100 dollars. Tax bases such as these would tend to be in- 
creased by a stock dividend. Marginal tax rates vary widely, ranging from a probable low 
of 0.275 cent per year per additional share authorized (Delaware) to a high of 50 cents per 
year per additional $100 of capitalization (Pennsylvania).* 

Both Dow and Anonymous are in fact incorporated in Delaware. At the Delaware rate, a 
two percent increase in the number of shares authorized would correspond to a tax increase 
of 0.0055 cent per old share; a five percent increase would correspond to 0.014 cent per old 
share; a 200 percent increase would correspond to 0.55 cent per old share. These amounts, 
however, represent only one year’s increase in taxes, whereas the increase is in effect a 


perpetuity. 
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For Dow, however, there was no extra franchise tax. Delaware has a maximum tax of 
$50,000 per year;” with 26.6 million common shares already outstanding (and 50 million 
authorized), Dow was already paying the maximum. Anonymous too lists zero as the fran- 
chise tax cost.Here the reason was the availability of unissued shares. 

It is unacceptable, however, to make a deduction for utilization of shares already author- 
ized but presently not outstanding. The reason is not that a future increase in the number 
authorized may then have to occur sooner. More fundamentally, the reason is that a corpo- 
ration with unissued (or treasury) stock has an alternative that would cause it to save the 
indicated deduction, yet end up with the same number of unissued shares as it has after the 
stock dividend. This alternative is to reduce the number of shares authorized by the same 
amount that the dividend would utilize unissued shares. In view of this alternative, the tax 
cost of the dividend is, at minimum, the perpetuity above minus the cost of charter amend- 
ment. I say “at minimum” because the corporation may originally have obtained authoriza- 
tion for the unissued shares partly in order later to issue them as a dividend. Then it has been 
paying extra franchise taxes from the time the shares were authorized; that is, we should 
not merely reject the indicated deduction; but actually increase the tax cost by the present 
value of the extra taxes already paid. For present purposes, however, let us accept zero as 
the franchise tax cost. 


8. Charter Amendment. A stock dividend may require amendment of the corporation’s 
charter—immediately if the number of authorized but unissued shares is insufficient for the 
dividend, at some future date if the dividend consumes unissued shares that would later 
have covered the sale of additional stock. Neither Dow or Anonymous needed to amend for 
their small dividends, since the number of shares already authorized substantially exceeded 
the number outstanding. 

As to the cost, Dow estimates $3,000, which amounts to $0.04 per stockholder. This figure 
seems low. Charter amendment involves preparing, printing, and posting the proposal for 
approval by the voting stockholders, filing with the appropriate official in at least one state, 
and paying small filing fees. A less conservative figure might be $20,000. 

9. Stock Issue Tax. The federal stock issue tax is ten cents for each $100 (or major fraction 
thereof) of actual value, regardless of par value. “Actual value is a question of fact which 
may be determined by reference to quoted values in the market, book values or any other 
information which has a bearing on the question.”"” Declaration of the value is the responsi- 
bility of the issuing corporation. 

The amount of the original issue tax paid by Anonymous implies a declared value per 
share equal to an average of the market prices of Anonymous common on the day of pay- 
ment. Dow paid $46,400 on its 531,092 dividend shares. This implies a declared value per 
share of 87%, which also falls within the trading range of the day of payment. The figures in 
Table I assume an “actual value” of merely $26.75 per share before the dividend. 

10. Listing Fees. A stock dividend may increase the charges for listing the issue on se- 
curities exchanges. Anonymous common stock is listed on the New York and Pacific Coast 
stock exchanges, and the dividend shares, plus another 30,000 reserve shares to prevent 
dilution of stock options, were listed there too.* Dow common stock is listed on the New 
York, Boston, Cincinnati, Detroit, Midwest, Pacific Coast, and Philadelphia-Baltimore ex- 
changes. The two percent dividend resulted in the listing of 531,092 additional shares, plus 
120,000 shares for the employees stock purchase plan. Let us calculate the listing fees of 


1 . . . 
merely the two exchanges on which Anonymous is listed. 











74 / CALIFORNIA MANAGEMENT REVIEW 


The New York Stock Exchange charges an initial listing fee and an annual fee payable for 
fifteen years.” The initial fee is graduated according to the number of shares originally listed. 
the annual fee is graduated according to the number outstanding and listed at each anniver. 
sary. Both fees apply to listing dividend shares of previously listed stock, the charges being at 
the marginal rate or rates applicable to the entire issue. The initial fee is $100 per 10,000 
shares or fraction thereof for the first 500,000 shares, $50 per 10,000 shares for the next 15 
million shares, and $25 per 10,000 shares for shares in excess of two million, but not less than 
$2,000 for a corporation having no other stock listed. The annual fee is $100 per 100,000 
shares or fraction thereof for the first two million shares and $50 per 100,000 shares above 
two million, but not less than $250 per stock issue or $500 per company. 

At the lowest of these rates, a two percent increase in shares would produce an initial fee 
of 0.005 cent per old share; it would also produce a fifteen year annual fee of 0.001 cent 
per old share. Discounting the fifteen year annuity at ten percent, the total cost would 
amount to 0.0126 cent per old share. A five percent dividend would correspond to 0.0315 
cent per old share; a 200 percent dividend, to 1.26 cents. 

The initial fee of the Pacific Coast Stock Exchange is $500 for 500,000 shares or less, or 
$1,000 for more than 500,000 shares; the annual fee is a flat $100. However, the charge for 
listing dividend shares of a previously listed stock is ten dollars per 100,000 shares or frac. 
tion thereof, but not less than $100.“ The ten dollar rate corresponds to 0.0002 cent per old 
share for a two percent dividend, 0.005 cent for five percent, and 0.02 cent for 200 percent, 

The total cost per old share, then, comes to 0.0128 cent for two percent, 0.0320 cent for 
five percent, and 1.28 cents for 200 percent. With 26.6 million old shares, these rates corre- 
spond to $3,400, $8,500, and $340,000, respectively. 

These are conservative figures. They include the charges of only two exchanges. They 
assume the lowest rates of the NYSE and neglect the minimum charges of both exchanges. 
They neglect that any fraction of 10,000 or 100,000 shares counts for a full unit. They dis- 
regard the listing of reserve shares, as occurred with both Anonymous and Dow.“ 


Recipient Costs. 1. Nuisance Value. The trouble imposed on shareholders is at minimum 
the effort of opening an envelope and filing a certificate. The trouble may include an entry in 
the record books and a trip to the safe deposit box. If warrants or order cards are given, the 
recipient has the trouble of converting to cash or shares—and the possibility of loss or lapse 
of the warrants. He may also need to read the entirety of a two-page closely printed cover 
letter. Twenty cents per stockholder would seem to be a conservative price tag for a small 
increase in shares; ten cents for a large one. With 80,000 stockholders these rates correspond 
to $16,000 and $8,000, respectively. 


2. Transfer Taxes. There are stock transfer taxes in a number of states—most notably in 
New York. The New York tax rate on shares selling at $20 or more is a flat four cents per 
share, to be paid by the seller. Consider the effect that a stock dividend would have on 
stockholders who later sell their given proportionate interests in New York. Assuming that 
the price remains above $20, a two percent dividend would increase their transfer taxes by 
0.08 cent per old share. Using what seems to be the most reasonable way of obtaining a 
total (and the way that would be comparable with estimates of the supposed gain in value), 
this amounts to $21,300 on 26.6 million old shares sold once. A five percent dividend would 
reduce net proceeds by 0.2 cent per old share, or $53,200; a 200 percent dividend would cost 
eight cents per old share, or $2,128,000. For our cost estimate, let us conservatively reduce 
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these figures by ten percent, since New York’s two major exchanges account for somewhat 

less than 95 percent of the dollar value of all stock sold on the country’s exchanges. The loss 

should vary among large corporations about in proportion to the number of additional 
44 

shares. 


3. Commissions. A stock dividend tends to increase brokers’ commissions. This tendency 
results from the interaction of three practices. First, commission charges on multiples of 
100 shares are computed by multiplying the charge for 100 shares times the number of 
100-share lots involved. Second, the charge for 100 shares represents a larger proportion of 
the gross value of 100 shares if the price per share is lower. Third, the commission on any 
odd lots involved is computed separately.“ Put together, these practices imply that when a 
stock holding of some given gross value is sold, the commission will be greater if a larger 
number of 100-share units, or the same number but also an odd lot, is involved. 

Suppose, for example, that a two percent dividend occurs which, because price per share 
falls from 51 to 50 dollars, leaves the gross value of each stockholder’s interest unchanged. 
Consider a stockholder who previously held 100 shares and now has 102. The commission 
for selling his complete holding would increase from $44.10 to $50.00. This is an increase of 
5.9 cents per old share; in other words, a reduction of 0.12 percent in net sales proceeds. 

It is difficult to generalize about the increase in commissions. The increase will vary with 
the original price, the size of the transaction, the impact of the six dollar minimum and the 
$1.50 and 75 dollar maxima, and the percentage increase in shares. Table 2 indicates the 
efect of four percentage increases under varying circumstances. (Additional commissions 
for new stockholders would tend to be twice as much, since they would also buy at a higher 
cost.) 

For the proportion of stockholders that would be affected, we may refer to information 
from Anonymous that approximately 95 percent of its stockholders own less than 100 shares, 
and less than one percent own more than 225 shares—even though Anonymous common 
is not a high priced stock. Of the five percent of shareholders with 100 or more old shares, 
perhaps two-fifths would have holdings without small odd lots and therefore incur substan- 
tially larger commissions as a result of a two or five percent dividend. Judging by Table 2, it 
seems conservative to say that these shareholders would lose an average of three dollars 
from a two percent dividend, or five dollars from a five percent dividend. 

With 200 percent, these five percent might average, say, $20, and one-fifth of the others, 
say, $5. With 500 percent, the former might average $40 and one-third of the others lose 
$8.46. 


4.Odd Lot Differentials. Stock dividends not in multiples of 100 percent will create odd 
lots in existing round lot holdings and additional shares in what remain odd Ict holdings. 
Consider the effect of a two percent dividend when, as is usual, the unit of trading is 100 
shares and the odd lot differential is 25 cents per share, or 12.5 cents for shares selling below 
$40. Holders of even multiples of 5,000 old shares will receive round lots. Other share- 
holders will receive rights to odd lots, amounting to two percent of the number of old shares 
for holders of less than 5,000 old shares, amounting to between zero and one percent for 
holders of 5,001-9,999 old shares, etc. In the net, this may increase odd lots by one share per 
holding—or by three shares with a five percent dividend—costing to sell an average of 
80.1875 each. 

In contrast, no multiple tends to increase the number of odd shares and certain ratios will 
unidirectionally convert odd lots into round ones. 
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lots. These are the ratios that divide evenly into the number of shares that constitutes a unit 
of trading, and also multiples of these ratios. Given the usual 100-share unit of trading, the 
basic ratios are 2-for-1, 4-for-1, 5-for-1, 10-for-1, 20-for-1, 25-for-1, 50-for-1, and 100-for-1. 

But there are also differences among these ratios. There are 99 possible odd lots when 


the unit of trading is 100 shares. As Table 3 indicates, a 100-for-1 ratio, or multiple thereof, 
would round out all 99; 50-for-1, or multiple thereof, would round out the 49 even numbers; 


25-for-1 would round out the 24 multiples of four; 20-for-1 would round out the nineteen 


multiples of five; 10-for-1 would round out the nine multiples of ten; 5-for-1 would round 
out the four multiples of 20; 4-for-1 would round out 25, 50, and 75; 2-for-1 would round 


out only 50. Clearly the proportion of odd lot holdings that are rounded out tends to be 


greater the larger is the split ratio, if it is chosen wisely. If odd lots are to be minimized, 


therefore, the larger the ratio among those mentioned, the better. 
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TABLE 3 


POWER OF DIFFERENT Spuit Ratios Tro Rounp Out Opp Lors 








Odd Lots Converted 





Split Ratio 
Number 





Out of 99 | Holdings Rounded Out 
1.3, 7, 9, 11, 13, 17, 19, 21, 23, 27, 29, ete. 0 
9. 6, 14, 18, 22, 26, 34, 38, 42, 46, 54, ete. 1 | 50 old shares 
4. 8, 12, 16, 24, 28, 32, 36, 44, 48, 52, ete. 3 | 25, 50, 75 
5. 15, 35, 45, 55, 65, 75, 85, 95, 105, ete. 4 | 20, 40, 60, 80 
10, 30, 60, 70, 90, 110, ete. 9 10, 20, 30, 40, 50, 60, ete. 
90, 40, 60, 80, 120, 140, ete. 19 | 5, 10, 15, 20, 25, 30, ete. 
25, 75, 125, 175, ete. ; 24 ~=s«|: 4, 8, 12, 16, 20, 24, ete 
50, 150, 250, ete. 49 | 2, 4, 6, 8, 10, 12, ete. 
100, 200, 300, ete. es a 99 11,23, 4,5, 6, ete. 





Our 200 percent increase, of course, receives absolutely no credit here. Other ratios would 
receive a credit varying with the ratio involved, the proportion of holdings that were 
rounded out, the average number of shares in such holdings, and the odd lot differential. 
In the case of a 500 percent increase in shares, holdings containing a 50-share odd lot 
would be rounded out. Suppose that these constitute five percent of all holdings. Then the 
savings, at 12.5 cents per share, come to $0.31 per stockholder. In addition, let us suppose 
that a credit of $5.94 per stockholder is due for reducing the odd lot differential. This corre- 
sponds to 95 percent of stockholders holding 50-share odd lots. 
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ants’ Handbook, 4th ed. (N.Y., 1956), p. 21-43. 


10. This is pointed out by Moonitz and Staehling, note 1, vol. 2, p. 141. 


11. Moonitz and Staehling, note 1, vol. 2, p. 142. Nevertheless, it must be conceded that 
precisely because of its misleading implications, “The stock dividend may be very helpful 
in securing the stockholders’ acquiescence in this policy of reinvestment of earnings.” Whit- 
aker, “Stock Dividends,” loc. cit., p. 279. 


12. Op. cit., p. 132. 
13. Dewing remarks, “In making this transfer from surplus to capital stock the directors 


should realize that the average stockholder values his ownership in the corporation only as 
a source of cash dividends.” Op. cit., vol. 1, p. 782, fn. ggg. 
14. Letter of 11 February 1960 from Frank E. Glenney, Investment Administrator, 


Moody’s Investors Service. 


15. Historically, a fifth burden was sometimes relevant. Until “the middle [nineteen] 
thirties, stockholders in our national banks were liable for the bank debts up to the par 
value of their shares.” Dewing, op. cit., vol. 1, p. 15. 
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16. “There is evidence that many financial managements, sensitive to critical attitudes of 
employees and others with respect to higher dividends, prefer increasing the number of 
shares... to increasing the amount of cash per share. This is rather silly, as . . . there should 
be no necessity either for apologizing for or disguising such an increase.” Paton and Paton, 
op. cit., p. 128. 


17. Studies have yielded positive correlations between payout ratios and share prices per 
dollar of current earnings. F. Modigliani and M. H. Miller point out that these correlations 
may reflect, not investors’ desire for income or lack of understanding, but merely the fact that 
dividends are regarded as indications of other things, most notably insiders’ views as to the 
firm’s long-run earning power. “The Cost of Capital, Corporation Finance, and the Theory of 
Investment: Reply,” American Economic Review, Sept. 1959, vol. 49, p. 668. In either event, 
it pays to have an increase in dividends visible. 


18. Paton and Paton, op. cit., p. 115, remark, “About the only excuse one can think of for 
converting retained earnings into bonds is to develop an interest charge for the sake of in- 
creasing tax deductions. ... Even this point has its offset in the fact... that the bonds is- 
sued are legally income to the recipients, in the amount of their fair market value.” 


19. The popular view is that a stock dividend is roughly equivalent to a cash dividend 
because the recipients could realize cash by selling the additional shares. The obvious answer 
is that a stockholder could sell part of his proportionate interest in the company whether or 
not there is an increase in the number of shares into which his interest is divided. Hence, if 
any benefit is obtained, it must be of the sorts mentioned in the text; that is, either it must 
become more convenient for stockholders to sell part of their holdings, or their holdings must 
be increased in value because price per share decreases a smaller proportion than the number 
of shares increases. It is also without merit to argue that a stock dividend conserves cash, 
avoids underwriting fees, provides cheap capital, or saves on income taxes; there is no reason 
why a cash dividend of equal bookkeeping amount would otherwise have to be declared. It is 
misleading to state that “The alternative to the stock dividend ... is the disbursement of a 
cash dividend followed by issue of privileged subscription rights. ...Such procedure would 
have been very costly . . . because [of] personal income taxes on dividends and because of the 


underpricing and underwriters’ fees necessary. . . .”. Accountants’ Handbook, op. cit., p. 21- 
43, See also Bothwell, cited in footnote 23. 


20. See especially the study of Burrell, cited in footnote 23 below. 
21. Cf. Dewing, op. cit., vol. 2, p- 1188. 


22. Both parts of this sentence are supported by the studies, cited in footnote 23, of Dolley 
and of Fogg. Wider distribution of ownership may also be a prerequisite of listing on an ex- 
change. It has also been said that wider distribution of ownership will reduce the chance of 
capture of control by “pirates,” will lessen price fluctuations “because there is less money in- 
vested in the average holding which can be shaken out if a market break occurs,” and will 
facilitate raising capital because “the added contribution which is asked of each individual 
stockholder is smaller.” (The quotations are from the article in Barron’s cited in footnote 23.) 
Indeed, according to Dolley, wider ownership is, for management, the primary purpose of 
splits, despite the higher costs attendant on wider ownership. 
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23. The evidence, indeed, is contradictory. And even where the results are positive, as in 
the study of Myers and Bakey, there are some disconcerting notes. Thus the only attribute 
that Myers and Bakey found among their 70 stocks that was significantly associated with an 
increase in value was a low pre-split price (less than $60). Similarly, the article in Barron's 
asserts that “There also appeared to be only a slight relation between the size of the split and 
the size of the increase in stockholders.” 

See: Barron’s Magazine, Sept. 15, 1947, vol. 27, no. 37. J. C. Bothwell, Jr. “Periodic Stock 
Dividends,” Harvard Business Review, Jan. 1950, vol. 28, pp. 89-100. O. K. Burrell, “Price 
Effects of Stock Dividends,” Commercial and Financial Chronicle, Convention Number, Dec, 
2, 1948, pp. 10, 68-70. ]. C. Dolley, “Common Stock Split-Ups—Motives and Effects.” Har- 
vard Business Review, Oct. 1933, vol. 12, pp. 70-81. P. S. Fogg, Stock Split-Ups (Harvard 
Graduate School of Business Administration, 1929), S. Livermore, “The Value of Stock Divi- 
dends,” American Economic Review, Dec. 1930, vol. 20, p. 687. J. H. Myers and A. J. Bakey, 
“The Influence of Stock Split-Ups on Market Price,” Harvard Business Review, Mar. 1948, 
vol. 26, pp. 251-55. S. N. Siegel, “Stock Dividends,” Harvard Business Revew, Oct. 1932, 
vol. 11, pp. 76-87. 


24. Lattin comments, “While the shareholder derives no greater property interest by the 
issue of another piece of paper, he does find it more convenient, in case he desires to sell, to 
have these share-dividend units to use instead of splitting his larger units. ...The incon- 
venience does not add up to much.” Op. cit., p. 465. 


25. J. T. S. Porterfield, “Dividends, Dilution, and Delusion,” Harvard Business Review, 
Nov.—Dec. 1959, vol. 37, no. 6, p. 60. 


26. Op. cit., p: 665. 


27. For exceptions to this and the next point, see footnote 29 below and the text sentence 
preceding it. 


28. See footnote 42. 


29. Another exception to the nonreduction of surplus applies to the splitting of par-value 
stock whose par value has reached the minimum (often one dollar, but sometimes less), if 
there is one, specified by the chartering state for shares with par value. Further split-ups 
would require either charges to a surplus account or a conversion to no-par stock (which is 
authorized in all states except Nebraska). 


30. The requirement is unfortunate from an accounting viewpoint. “The preferable ac- 
counting procedure . . . [for a stock dividend is to use] the capital book value per share (either 
par or stated value or, more logically, average amount received per share from stockholders). 
...” Paton and Paton, op. cit., p. 125. See also Moonitz and Staehling, op. cit. However, the 
requirement has the sanction of Accounting Research Bulletin No. 11 (Revised), op. cit., p. 


101-A—with dissents. 


31. Dilution of participated preferred stock, as well as dilution of convertible bonds and 
stocks, and stock warrants and options, should be recognized as an additional way in which 
a stock dividend may benefit the common stockholders. The benefit depends on the existence 
of these instruments, on the absence of enforceable protective provisions in their contracts, on 
the decision not to alter their rights proportionately, and on the preservation of the corpora- 
tion’s reputation. If these conditions are met, however, a stock split could also result in dilu- 
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tion (unless the contracts have a loophole only for stock dividends or the corporation is char- 
tered in Nebraska, which (cf. E. F. Donaldson, Corporate Finance, (N.Y., 1957), p. 110, fn. 1) 
requires that all shares have the same par value). Indeed, as just indicated in the text, dilution 
by a split can be easier—provided the preferred would not veto the charter amendment, 
which is required except in the case of “true” no-par shares. 


32. Cf. Donaldson, op. cit., p. 110. 


33. Cf. Donaldson, op. cit., p. 630; J. I. Bogen, ed., Financial Handbook, 3d. ed. (N.Y., 
1948), p. 792. 


34. H. G. Guthmann and H. E. Dougall, Corporate Financial Policy, 3d. ed. (Englewood 
Cliffs, am 1955), p. 47, 48. 


35. Donaldson, op. cit., p. 60. 
36. Delaware Code Annotated, Title 8, sec. 503c. 


37. Letter of 9 May 1960 from R. J. Bobb, Chief, Excise Tax Branch, Internal Revenue 
Service, Washington, D.C. 


38. Letter of 20 April 1960 from R. L. Callanan, Department of Public Information, New 
York Stock Exchange. 

39. New York Stock Exchange, Department of Stock List, Schedule of Listing Fees (1 
March 1950). 

40. Telephone conversation. 


41. Thus, the NYSE initial fee for Dow was in fact $1,775, not $1,330 as in our calcula- 
tions. The annual fee was in fact $300 per year, not $266. 
42. The rate is one cent per share on shares sold at less than five dollars, two cents for 


$5.00-$9.99, and three cents for $10.00-19.99. Rates in several other states are given in The 
Fitch Stock Record: 


Per $100 par value, or per share on no- Florida South Carolina Texas 


par stock, regardless of selling price.... $0.10 $0.4 $0.033 
43. Donaldson, op. cit., p. 434. 


44, As of 1 January 1959 the federal stock transfer tax became four cents for each $100 (or 
major fraction thereof) of actual value of the total shares transferred, but in no case less than 
four cents on the entire transaction or more than eight cents on each share. The eight-cents 
maximum implies that stock dividends can also increase the federal tax. This would occur if 
the price per share of the larger number of shares remained above $200. However, publicly 
held common stocks usually are kept below $200 for “marketability.” 


45. Since April 1959 the following commission rates have been in effect on the country’s 
major stock exchanges for a transaction of 100 shares or less, except that the commission is 
two dollars less in the case of an odd lot amounting to $100 or more: 


Money Value Commission 
Under $100 BY 

$100 to $399 2% plus $3.00 
$400 to $2,399 1% plus $7.00 
$2,400 to $4,999 | ‘2% plus $19.00 


$5,000 and above 40% plus $39.00 
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Notwithstanding the above, when the money value is $100 or more, the commission shall not 

exceed $1.50 per share or $75 per single transaction, but in any event shall not be less than 

six dollars per single transaction. In the case of a number of 100-share lots, or of one or more 

100-share lots plus an odd lot, each part is regarded as an entirely separate transaction. 
These rates imply the following relation between selling price and commission: 


Price per Commission on 100-Share Commission Relative to 
Share 100 Shares Gross Value of 100 Shares 
$400 $75.00 0.19% 

300 69.00 0.23 
200 59.00 0.30 
100 49.00 0.49 
50 44.00 0.88 
30 34.00 1.13 
10 17.00 1.70 
3 12.00 2.40 

] 6.00 6.00 


46. This and the next point do not apply to shares sold over the counter. There brokers’ 
commissions are supposedly a uniform five percent, the bid-ask spread is apparently about 
proportional to the selling price, and there is no odd-lot differential. 
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How Management Can Use the 
Improvement Phenomenon 


JOHN G. CARLSON 


This powerful and popular mathematical business tool can often 
be built into existing cost accounting and control programs and 
serve management in many ways. However, it requires statis- 
tical analysis to achieve maximum effectiveness. 


The use and abuse of the improvement 
phenomenon has prompted further interest 
in research into its applicability. As with any 
tool of management there are impressive in- 
stances of appropriate and inappropriate 
uses of a fairly powerful method of analysis 
and prediction. There is much literature in 
the field but it appears to be quite restrictive 
to given environmental circumstances. We 
shall endeavor to look into the criteria for the 
application of “learning curves,” “progress 
function,” “time reduction,” “cost-quantity 
relations” or a newer, yet synonomous phrase 
called “dynamic evaluation.” The ability of 
these curves or models to predict events or 
costs within an acceptable tolerance is, of 
course, basic to their success. 

Many producers, subcontractors and serv- 
ice organizations are discovering the need 
for more quantitative interpretation and 
justification for their methods of operation 
and price quotations. Those in defense-ori- 
ented industries have embraced the improve- 
ment phenomenon for a number of years. 
Many purchasers of defense items appear to 
have developed a particular sophistication 
in its use and extrapolation. The estimating, 
pricing, costing, and control functions in de- 
fense and non-defense industries are prima- 
rily subject to review and analysis through 
the use of the improvement phenomenon. 

Fixed costs are those costs incurred and 
assigned by virtue of their independence to 
quantity produced. These are preparatory in 
nature such as the studying of blueprints 
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and initial familiarization with the task. If 
these fixed costs are plotted on a log dia- 
gram as in Figure 1, we can see their be- 
havior as the quantity increases. 

The direct costs, such as materials and 
labor, when they are a constant per unit, 
produce a plot also shown in Figure 1. In 
this case the per unit cost is a horizontal line 
and the total direct cost increases as the 
number of units increase. When experienced 
total direct costs accumulated under circum- 
stances of the improvement phenomenon are 
divided by the quantity we have a cost pic- 
ture appearing as in Figure 2. 


Plotting Cost Curves 


Under the improvement phenomenon the 
per unit cost curves, having different slopes 
are not additive. However, the net result 
of combining some fixed costs, the fixed 
component of direct costs and the variable 
costs incurred often lead empirically to 
curves such as in Figure 2. These are the 
common curves we see used in facilitating 
the control and predictive functions in many 
companies. 

There are several ways of describing the 
phenomenon illustrated by such a linear 
curve. The most common method is to de- 
scribe the effect when quantities are doubled. 
Thus doubling the number of units would 
reduce the expected average or unit time or 
cost per unit by a fixed percentage such as 
10% or 20% depending on the slope of the 
curve. The steeper the curve, the larger the 
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a) The prorated fixed cost per unit equals the fixed cost divided by the number of 
units or 


Gy 
Cz, =° 
HM 
where: C, = total fixed cost 
c,, = prorated fixed cost per unit 
x = number of units 


b) The direct cost per unit equals the total direct cost divided by the number of 
units or 


where C, = total direct cost 
c:, = direct cost per piece 
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c) The direct cost per piece equals the total direct cost divided by quantity or 


: C; 
C; == or Cc, = 
= apn 
where: ¢é, = cumulative average cost/unit 
Cy cost for unit one 
n = geometric slope 
= number of units 
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FIGURE 2—TOTAL COST “CY vs QUANTITY PRODUCED 


percent reduction for the doubled quantity. 
The formulation chosen regards the average 
accumulative cost per unit as linear, Other 
models will be discussed in subsequent pages 
of this article. 


Experience Curves 

The concept of the improvement curve is 
quite easily understood but difficulties arise 
in application, Unfortunately there are in- 
numerable situations where basic criteria are 
not easily satisfied. Additional or extraneous 
factors may be operative and the applica- 
tion of a simple model for extrapolation 
should be performed with caution. 


The experience curves of the airframe, 


shipbuilding and other selected industries 
are well known. In this environment, the 
whole company effort is directed toward a 
basic item. The organization assumes the 
role of a product-oriented enterprise and the 
man-hour or cost information is assigned to 
consecutive units or lots. 

Generalizing perhaps to the extreme, we 
find most improvement curve usage applied 
to “serialized” types of production. Succes- 
sive units such as airframes, textile machines, 
machine tools, computers, motors, etc., are 
identified and progress through the produc- 
tion stages by sequential serial numbers. 
Whole plants or departments develop a spe- 


cialization toward a product or component. 
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How Much Improvement? Sound initial planning, proper operator 
Wik dw dicts Govened to cme cc few training, capable operator performance, and 
products, it is quite apparent that: standardization of production methods and_ | 


processes should combine to indicate that 
a. operators, supervision and staff per- _JittJe improvement is to be expected. Proc. 
> > >» j ‘reasinaly fz ilig al = . P ° ° P 
sonnel become increasingly familiar with essing involving a high proportion of ma. 


the required tasks. chine control should further restrict the 


b. the personnel become aware of pos- amount of improvement to be expected. 
sible improvements in method and proce- What then should we expect within ou 
dure—improvements that can be retained present environment in the way of improve. 
and are applicable to succeeding lots. ment on individual or successive lot perform. 

c. planning, tooling, and coordination ance? Is a large improvement factor good? 
become more effective as experience is Does a large improvement factor on succes. 
gained. sive items or lots demonstrate that the initial 


and basic managerial and operational func. 

d. materials can be more economically es ae — 
tions are not being effectively performed? Is 

purchased, handled, and processed. : He, ; 

the trade-off between high planning costs 


A job shop must also improve in these cate- with low improvement factors versus lower 
gories as time goes on. However, the effect planning costs with large improvement fac- 
may not be demonstrated as significantly tors justifiable in a dynamic and changing 
from lot-to-lot or product-to-product. environment? 
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Straight Lines vs. Curves 


A straight line is of considerable conven- 
jence both mathematically and graphically. 
This portrayal may satisfactorily serve us by 
permitting interpolation and extrapolation 
plus providing us with convenient grammati- 
cal interpretation. We are disturbed, how- 
ever, When our plotted data show signifi- 
cant variance with a prescribed linear pat- 
ten. What are companies using to over- 
come these discrepancies? They may (a) ac- 
cept the linear hypothesis and use the 
straight line as a control device, charting the 


points and seeking answers for the devia- 












tions or (b) adopt another model. A compar- 
ison between some of the better known 
models is shown in Figure 3. We assume that 
the cost of a standard reference quantity, 
say the 100th unit, is carefully estimated in- 
dependent of the model to be used. There 
are, of course, an infinite number of straight 
and curved lines which can be drawn 
through this point. 

In so far as all the models predict the cost 
for the 100th unit when we have a request 
for 100 units, nothing is gained or lost. For 
quantities under 100, we may find that the 
control limits for these curves are somewhat 
mutually inclusive. Extrapolation beyond 
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c, = cost for the first unit 
geometric slope 


x = cumulative number of units 
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100 units, however, is quite a different mat- 
ter. In estimating and pricing we could lose 
our shirts as well as lose our confidence in 
this device depending on the appropriate- 
ness of the model to reflect actual experience. 
These curves represent various approaches 
to the use of a model for predictive and con- 
trol purposes. They can be described as: 

1. The straight line or linear representa- 
tion is most commonly used. Its correla- 
tion with data can be statistically deter- 

that a 
reduction occurs no matter what the final 


mined. It indicates consistent 
quantity. 

2. The Stanford B, Boeing “hump” and 
similar curves assume experience can be 
carried over from one lot to the next. After 
an initial quantity they revert to a linear 
or plateau type model. 

3. The plateau models infer that a level 
is reached after a specified quantity. Ma- 


jor processing changes are required to 
change this curve. 

4. The asymptotic models suggest that 
a compromise exists between linear and 
plateau models. It suggests that improve- 
ment is continuous but at a decreasing 
rate and approaches some limit asymp- 
totically. 

5. There are many hybrid schemes in 
use Which companies have adopted as they 
study and record their experience. These 
curves can be likened to linear approxi- 
mations of the asymptotic models and pro- 


vide convenience in plotting. 


Complicating Factors 

There are complicating factors associated 
with even the ideal conditions for improve- 
ment factor application, Serialized manufac- 
ture has sporadic changes affecting the data; 


besides, there are difficulties in data accumu- 
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FIGURE 6 THE EFFECT OF A SIMPLIFYING CHANGE AND 
THE BREAK-EVEN POINT 


lation and identification. Engineering and 
processing changes have a marked effect on 
the unit costs. This may be illustrated in the 
following way. 

A method or product change may be ef- 
fected which would change the processing 
time. The change may be (a) an addition to 
present processing, (b) a substitution for a 
segment of present processing or (c) a net re- 
duction in the processing time. Nevertheless 
the change activities themselves are subject 
to improvement. In the case of the additive 
change, Figure 4 may be illustrative of the 
effect on unit and accumulative time per 
unit. 

The effect of a substitutive change may be 
illustrated in Figure 5. 

Finally, the effect of a simplifying change 
may appear as in Figure 6. 

This latter case is illustrative of the idea of 


dynamic methods: change analysis or dy- 


‘namic break-even point analysis. If the ad- 


ditional units remaining to be produced do 
not exceed a specified quantity (d) it be- 
hooves management to observe whether 
other factors warrant the need for the change 
to be incorporated. 

Given the quantity already completed, the 
expected times for a standard reference 
quantity with and without the change, and 
the appropriate improvement factor, it is 
possible to calculate the number of addi- 
tional units which are required in order to 
break even. This break-even point is more 
realistic in that it considers the disruptions 
and the reorientation required to pursue the 
improved method. 


The Job Shop 


Job lot activities with varied components, 
customers and processing have to rely on 
more detailed application of the improve- 
ment phenomenon and perhaps with differ- 
ent emphasis. To generalize the job shop 
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situation we may say that the processing sta- 
tions themselves are the control factor. The 
emphasis is on process control versus control 
of the product. Typically in this situation we 
have skilled personnel performing an activ- 
ity such as set-up, operating a machine, as- 
sembling, inspecting, or similar tasks requir- 
ing a basic knowledge of the task require- 
ments but applying these skills to varied 
components or products. 

The author has accumulated data from 
several job shops which revealed that there 
was improvement within lots but little or no 
improvement between successive lots. If an 
order for 50 items was processed there was 
a significant improvement between the first 
and 50th unit. However, if another order for 
additional units was started through the op- 
erations some time later, there was little or 
no carry over from the previous order. No 
improvement was evidenced from the job 
data on succeeding lots even when identical 
operators were involved. By the very nature 
of the job shop, where interim activities and 
job specialization exist, lots become rela- 
tively independent of one another. 


TABLE I EXAMPLE Lot By Lot DaTa 
FOR A SUB ASSEMBLY 


Lot. No. Quantity Average Time 
Per Unit 
] 30 15.1 hours 
2 30 19.2 
3 6 23.4 
3’ 30° 15.4 
4 30 16.1 


+ ies tot oles al tee albisted to « compecitille tet 
size of 30 using a 90% improvement curve from past 
experience. 

Job shop paperwork, materials, compo- 
nents and products proceed through the nor- 
mal and established shop system. Time 
lapses between repeat orders and revision of 
the planning or production engineering on 
successive orders invite the return to initial 
conditions. A whole host of activities may 
be affected by a repeat order which would 
serve to revert the order into normal and in- 


dependent job shop status, regardless of its 
repeat classification. This is especially true 
if the manual proportion, such as in fabrica. 
tion, is minor compared to the setup and 
machine processing time. 

The shop personnel are experienced per- 
sonnel who perform similar activities day in 
and day out and are not given to drastic im. 
provement on any particular operation or 
part. They may, however, acquaint them. 
selves with short-cuts in a short run activity 
which the planning function has overlooked, 
A well managed job shop with detailed plan. 
ning, instructions, route sheets, etc., should 
not expect to have a high factor of improve. 
ment within lots, and by its flexibility, versa- 
tility and product mixes, it should not expe- 
rience high improvement factors on a lot to 
lot basis. 


Improvement Retention 

The net effect in a job shop of producing 
80 units in groups of 10 versus one lot for 80 
units can be theorized momentarily. With 
no improvement retention between lots the 
net effect for the 80 lots, each with a 10% im- 
provement percentage index, is in reality the 
equivalent of approximately a 5% improve- 
ment percentage over the total run of 80. If 
we are fortunate to obtain the same opera- 
tors and other conditions, thereby permitting 
some lot to lot retention, the curves may ap- 
pear as in Figure 7. 

The equivalence here is a net 8% improve- 
ment percentage versus the 10% which we 
may find for a continuous lot. Though Figure 
7 is an arithmetic plot of this concept, data 
substituted in the log linear relationships can 
verify these improvement percentages. The 
net effect is that a succession of smaller lots, 
with its multiple setups, reorientation and 
interim activities, restricts the improvement 
expected as compared with the larger lot. 

Besides the problem of lot splitting we 
have that of rejection rates. In practice we 
find that smaller quantities often have higher 
rates of rejection and rework. The rejection 
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rove. ) factor can be included in a formulation for | Standard Reference Quantity 
30. If the average expected time for Q completed In all models it is extremely desirable to 
pera- good units. However, it may be preferred to perform the estimating and costing in terms 
itting apply this allowance as a separate modify- of a Standard Reference Quantity. This 
y ap- | ing factor. This factor to be a function of lot quantity is often selected, based on typical 
quantity, product complexity or other recom- ordering lot sizes, by category. However, one 
rove. ) mended parameters. SRQ is desirable, especially when predeter- 
h we To include rejects allowance would amount mined data is used. A specification of SRQ 
‘igure to determining the expected time for Q good should be made as indicative of the applica- 
data | units and multiplying this by a factor indi- bility for any predetermined data system. 
5 can cating the expected number of units which Tetons if historical data. elemental. or 
| : : =e ‘ : : 
. The would be started in processing. This would motion-time-data is used, it should be iden- 
r lots, confuse the quantity base used for the analy- tified as being applicable to a specific quan- 
1 and sis and control aspects of the improvement tity. Estimates for quantities greater or less 
ment curves. Therefore it is suggested that the than the SRQ can then be properly deter- 
ot. | graphing of historical rejects data, properly —_ mined. Graphical synthesis can be developed 
g we and separately categorized, would be a more as shown in Figure 8, given a specified im- 
ne we logical approach in view of all the other fac- provement slope. 
igher / tors the improvement curves already try to The expected average accumulative time 
action embody. for any quantity may be found by multiply- 
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FIGURE 8 RATIO OF EXPECTED AVERAGE TIME PER UNIT TO 
THE TIME FOR A STANDARD REFERENCE QUANTITY. 


ing the time estimated for the SRQ by the 
appropriate factor on the left. It is noted 
that the graph has already adjusted the time 
for the 100th unit to the average accumula- 
tive time for 100 units. This factor is all that 
is needed to compensate for the actual quan- 
tity and the improvement anticipated. 


Pricing Activity 

The role of the improvement phenomenon 
in pricing can be one of complete domi- 
nance, especially for short run operations. 
Any improvement model demonstrates the 
potential for profit or loss as a function of 
volume. If the costing information is accu- 
rate, the position of the firm relative to profits 
on an order can be dramatically displayed. 

If the firm wishes to make a profit on the 
first go-around, this can be portrayed. If the 
price is quoted in anticipation of future or- 
ders, this can be scrutinized. If price is to be 
renegotiated on successive lots, the company 
must build a history of experience on repeat 
orders so as to predict its outcome of profits 


or losses. 


If the company is quoting under cost in 
anticipation of further business, it must eval- 
uate risks involved especially if successive 
lots or orders do not continue where previous 
lots left off and possibly revert back to initial 
conditions. 

Many improvement curves already have 
confounded the elements of fixed and vari- 
able costs in their application. Fixed compo- 
nents have either been directly prorated by 
their assignments and division by quantity 
or they have been assigned in an allocation 
procedure based on direct labor cost or hours 
or machine hour rates. Thus the cost quan- 
tity relations have built-in a composite cost- 
ing procedure in the plotting. 

If this composite estimating and costing 
procedure is followed, we have a convenient 
way of interpreting a pricing policy. Figure 
9 shows a break-even analysis provided by 
the log-log plot of anticipated cost versus 
quantity. Any model suitable can be used 
and in most cases the break-even point can 
be mathematically computed. 


On the other hand, the asymptotic model 
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FIGURE 9 BREAK-EVEN ANALYSIS FOR IMPROVEMENT PHENOMENON 
suggested by DeJong is also appropriate for on the linear model. However, graphs and 
break-even analysis. This model suggests tables can be easily computed and prepared 

t in parameters be assigned for the proportion of for practical administration. The incompres- 
val- manual activity in a proposal. For activities sibility factor M suggested by DeJong is 
sive dominated by manual operations, the time is often .25 for manually controlled activities 
ious compressible as successive units are com- and .50 for machine controlled activities. 
itial pleted. With a greater amount of machine The value of n is often chosen as .322 and 
time in the cycle of activities, the time is less | appears as a residual from the characteristic 
ave compressible as the number of units in- 80% time reduction curves. 
/ari- creases. P P 
1po- Therefore an incompressibility factor M Basic Requirements for Use 
| by can be introduced into the log linear model Since improvement curves plot cost versus 
tity which permits cognizance of the man-ma- cumulative quantities, it is necessary to de- 
tion chine proportion and the approaching of fine these costs, develop a system for cost 
ours some limit of unit time as the number of units accumulation, define the method of cost al- 
1an- increases. The model suggested is location, and apply this information in a con- 
vost: t —tm a JEM). sistent and responsible manner. From this 
| ~~” must evolve an adequate system for cost con- 
ting where t,, the time for the xth unit, is a func- trol to identify and justify deviations from 
ent tion of time for unit one, a slope factor n the budget or plan represented by an im- 
yure and the factor for incompressibility. If M provement curve. 
1 by were zero, the model reverts to the log linear To complete the cycle, the essential func- 
SUS model. tion of feedback must be performed. The 
used Determination of the break-even quantity estimating and the standard cost data file 
can using the asymptotic model appears as a must be constantly updated, verified and 
| more formidable relationship when com- supplemented. Only then can the estimating 
ode 





pared to a mathematical formulation based 


and costing functions be sharpened to avoid 
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errors and improve and simplify these criti- 
cal activities. 

By far the most serious handicap in devel- 
oping and using the improvement curves is 
the inability to identify and accumulate cost 
information. It is not necessary to pinpoint 
the costs associated with each sequential 
unit, but it is extremely vital that the man- 
hours or cost be accurately identified with a 
lot or group of homogeneous activities. 

All this, of course, is sound cost account- 
ing practice. The beautiful part of it all is 
that the improvement analysis program can 
be obtained as a by-product of an existing 
cost accounting and control program. With 
very little additional effort, plotting can be 
performed, graphs and practical formulae 
developed which would yield quicker and 


more accurate estimating. A meaningful 
costs control device is available which en. 
sures that each department, component and 
product is contributing its full share to 
profits. 

The improvement phenomenon is a wel] 
worn, yet powerful tool of analysis. It bears 
a certain mathematical sophistication which 
may not be warranted. It can prove or dis- 
prove curves and formulations depending 
on the factors used in the analysis. It should 
be used to serve management in internal pol- 
icy and control but, as with burden ratios 
and other operating factors, it must be ex. 
tensively qualified if used as a bench mark 
for external comparisons with other com- 
panies and industries. 
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Management 
ideology: 
Myth and Reality 


THOMAS A. PETIT 


When there is strain on the manage- 
ment role, ideology serves as a “re- 
duction gear” enabling executives to 
integrate into business life changes in 
social goals to which they become 
sensitive by participation in other 
spheres of life. 


Pe eneiennemnss issue in contemporary 
managerial literature is whether manage- 
ment’s prime responsibility is to maximize 
profits or to take a leading role in achieving 
broad social goals. This is a false issue be- 
cause it perpetuates the unrealistic dichot- 
omy between the economy and society estab- 
lished by the classical economists in the late 
eighteenth and nineteenth centuries. 

Myths about management ideology will 
continue to be confused with reality until 
management is viewed within the framework 
of society, of which the economy is but a 
sub-system. It is the thesis of this article that 
although the need of executives for an ide- 
ology is imperative, in the nature of things 
there cannot be a unique and permanent 


management ideology. 


Classical Management Ideology 

In classical economic theory the entrepre- 
neur is motivated by the lure of profits to ex- 
pand the output of the goods for which con- 
sumers clamor and to cut back the produc- 
tion of less desirable goods. His ideology is 
delightfully unambiguous: do everything 
possible to maximize profit short of failing to 
live up to contractual obligations and com- 
mitting fraud. The only values to consider 


are those which can be expressed in money 


95 





terms and which affect in some way the 


profit position of the enterprise. 

Because of the overlap between entrepre- 
neurship and management, the classical en- 
trepreneurial ideology has become associated 
with management. According to orthodox 
economic theory, management's first and 
only responsibility is to the owners of the 
enterprise. It is the executive’s function to 
do everything in his power to maximize the 
firm’s profits and to protect the interests of 
the shareholders. 

The validity of the classical management 
ideology can be no greater than that of the 
model of pure competition of classical eco- 
nomics from which it is derived. Yet it was 
not till long after most economists frankly 
admitted the failings of the model of pure 
competition on theoretical and empirical 
grounds that it was recognized by some 
members of management that there might be 
more to their job than making money. 

The classical economists committed what 
Alfred North Whitehead called the fallacy of 
misplaced concreteness (i.e., mistaking an 
abstraction for the reality which it represents) 
when they proceeded from a few general 
laws of human nature directly to a delinea- 
tion of economic behavior in specific socie- 
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ties. They did not recognize the importance 
of social organization and institutions and 
cultural value-orientation in linking individ- 
ual psychology and concrete behavior. 

Life was conceived as essentially an econ- 
omizing process because all activity was 
thought to be undertaken in order to increase 
pleasure or lessen pain and man’s human 
resources are limited. One consequence of 
such a conception of life is that economic 
organization is of vastly greater importance 
than social organization. 

Even today many economists are not will- 
ing to consider economics as an aspect of the 
general science of human behavior. Accord- 
ing to some theorists economics has no refer- 
ence whatsoever to factual data.* The central 
question for them is, how would a thor- 
oughly rational person behave in a competi- 
tive world of scarce resources? In this view 
economics is merely a deductive study of 
comparative values. 

The factor which ultimately did more than 
anything else to undermine the model of 
pure competition in the United States was 
the concentration of economic power which 
occurred from 1880 to 1905. During this 
period the structure of the American econ- 
omy was transformed by the formation of 
trusts, mergers, holding companies, patent- 
licensing agreements, interlocking directo- 
rates, and joint sales agencies. As a result of 
this mass consolidation movement the large, 
multiplant, vertically integrated corporation 
that we call big business emerged as our pre- 
eminent economic institution. 


Competition for Giants Only 


According to the model of pure competi- 
tion each seller’s actions are forced in the 
way that a chess player must move his king 
when it is put in check. It is the pressure of 
the monolithic and impersonal market that 
insures an economic result in the best inter- 
ests of society. The structural requirement 
for this result is the decentralization of eco- 
nomic power. Each of the buyers and sellers 


who come into contact in the exchange proc- 
ess is so small relative to the total market, 
that he has no choice but to accept the going 
market price. 

Because of the concentration of economic 
power in the hands of big business, competi- 
tion today is between giants rather than 
pygmies in many markets, and the giants 
have a good deal of discretion over their 
pricing policy. Prices are determined admin- 
istratively rather than taken as given by the 
market. 

A major conclusion of a recent study of 
big business is that many large corporations 
price their products as though they were 
public utilities.” The fewness of sellers also 
makes possible a variety of collusive and in- 
dependent activities to avoid price competi- 
tion (e.g., overt agreements to fix prices or 
output; price leadership; uniform cost ac- 
counting systems and pricing formulae; 
basing point pricing). Furthermore, nonprice 
competition in advertising, packaging, and 
product innovation attenuate the assumption 
of price competition. 


Consumer No Longer Sovereign 
Nonprice competition also _ seriously 
weakens the restraint placed on firm be- 
havior by consumer sovereignty in the clas- 
sical model. According to the doctrine of 
consumer sovereignty the end of economic 
activity is consumption, so the consumers 
ultimately determine what is produced in 
the economy. They allocate their income 
among the goods competing for their custom 
in such a way as to maximize their consump- 
tion satisfaction, and this insures the optimal 
allocation of resources in the economy. 

The validity of this doctrine must come 
into question in an economy in which 
producers strongly influence consumption 
behavior through advertising, product in- 
novation, and sales promotion. In addition, 
according to Galbraith the cultural climate 


is such that consumption is the means and 


° 8 
production the end rather than the reverse. 
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The weakening of the constraints on firm 
behavior of competition and consumer sov- 
ereignty struck a body blow at liberal eco- 
nomic theory from which it has not recov- 
ered. Oligopoly theory has been developed 
to make more realistic the model of how the 
economy works, but it has become bogged 
down in indeterminacy and offers no basis 
for unique predictions. 

For a long time the significance of the 
crumbling of the foundations of the theory 
of pure competition for classical manage- 
ment ideology was not clearly perceived. So 
long as there was confidence that firm be- 
havior ultimately is determined by the 
motive of profit maximization, the classical 
management ideology could be sustained. 
Economists might worry about how to make 
competition more effective so the economy 
would work according to their model, but 
businessmen could go their own way sure 
that they weren't “in business for their 
health.” However, the concentration of eco- 
nomic power which led to the decline in 
competition and consumer sovereignty also 
emancipated management from the domina- 
tion of the shareholders and relieved it of 
the necessity of maximizing profits. 


Stockholders Not Managers 


Few of the individuals who hold stock in 
big business participate in any way in the 
management of the firm. Most shareholders 
feel that their stake in the enterprise is not 
large enough to warrant taking an active in- 
terest in management. Furthermore, they 
recognize that the task of managing big 
business is so complex, technical, and time- 
consuming that it is impossible for an out- 
sider to do it justice. As long as dividends 
are regular and considered to give an ade- 
quate return on investment, stockholders are 
content with the incumbent management. It 
is only rarely that they rebel and attempt to 
oust an existing management.‘ 

The separation of ownership and control 
of big business has shorn the owners of any 


entrepreneurial function and they have be- 
come rentiers. The top management officials 
of most large corporations tend to be self- 
perpetuating oligarchies. They are members 
of the board of directors and in general, they 
dominate the board. There is no legal reason 
why big business management cannot be 
entirely self-selective if it chooses. 

The autonomy of management means that 
it is not compelled to have the uni-dimen- 
sional profit motive the entrepreneur was 
supposed to have had in the nineteenth 
century. Executive incomes are semi-fixed 
and are not related in any set way to the 
profit experience of the firm. The independ- 
ence of management from the shareholders 
makes it possible to emphasize other objec- 
tives such as the prestige of management; 
the position of the firm in the industry; the 
long run survival value of the firm; and the 
welfare of employees and customers. Beards- 
ley Rum] thinks that profit is a kind of score 
in a competitive game which gives the win- 
ning management recognition.’ It may rea- 
sonably be concluded that while profits must 
be earned to maintain management in 
power, there is no necessity that they be 
maximized. If management is under no com- 
pulsion to maximize profits the classical 
management ideology is not valid and there 
is no unequivocal rule of action to guide the 
behavior of executives in operating the firm. 


Socially Responsible Management 


The implications for the classical manage- 
ment ideology of the weakening of the social 
controls over management have not been 
lost on many top executives. Some of them 
have searched for a new credo and have in- 
vented the ideology of “socially responsible 
management,” which is assuming the propor- 
tions of a new orthodoxy. 

They contend that the corporation is such 
a powerful institution in American life that 
it is socially disastrous to conceive of it 
as merely a_ profit-making organization. 
Whether management likes it or not its func- 
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tion must change, they argue. It must accept 
its full responsibility for the way in which 
the activities of big business affect society. 
If it does not, the corporation “may be in 
danger of eclipse because of its failure to 
safeguard the environmental conditions that 
nurture its survival and growth.” 

It is frequently suggested that the proper 
function of management is to administer the 
enterprise for the welfare of several groups 
in addition to the shareholders (e.g., em- 
ployees, customers, suppliers, the commu- 
nity, government), impersonally arbitrating 
among their various interests. This ap- 
proach appeals to many management men 
because of its moral tone, and it is being 
articulated explicitly in the company creeds 
and management philosophies which big 
business has publicly announced in recent 
years.” 

Among the overt manifestations of the 
new orthodoxy are participation by execu- 
tives in political affairs, corporate giving, 
support of educational institutions, various 
employee welfare measures, community 
relations, and intensified public relations 
campaigns. These activities are considered 
essential to safeguard the position of the 
corporation, and sometimes they are justified 
on this basis alone. According to Richard 
Eells, “A prudent regard for all the interests 
that merge in making the business a going 
concern now and in the future is, in fact, the 
only way to protect and to augment share- 
holder equity.” 

But it would be a mistake to think that 
social responsibility of management is 
merely a public relations gesture that has as 
its objective the protection of the firm’s 
profit position. As Theodore Levitt points 
out, “Self-conscious dedication to social 
responsibility may have started as a purely 
defensive maneuver against strident attacks 
on big corporations and on the moral efficacy 
of the profit system. But defense alone no 
longer explains the motive.” There is a 


sincere desire on the part of responsible 


executives to gain the respect of the general 
public by utilizing their considerable power 
for the common good. The focus is on the 
corporation as a social institution and the 
pursuit of profit is secondary in importance 
to the public interest. 


The “New Feudalism” 


The new orthodoxy has its opponents as 
well as proponents; there has been a strong 
revival of the classical management ideology 
as a reaction to the doctrine of management 
responsibility to society. Theodore Levitt, 
who has written one of the most incisive 
rebuttals of the new orthodoxy, says “the 
business of business is profits ...In the end 
business has only two responsibilities—to 
obey the every-day face-to-face civility 
(honesty, good faith, and so on) and to seek 
material gain.” He foresees the new ortho- 
doxy leading to “a new feudalism,” with the 
corporation investing itself “with all-embrac- 
ing duties, obligations, and finally powers— 
ministering to the whole man and molding 
him and society in the image of the corpo- 
ration’s narrow ambitions and its essentially 
unsocial needs.” 

Others fear that so much capital, talent, 
and energy will be devoted to essentially 
social welfare measures that the corporation 
will not be able to get on with its job. This is 
objected to on moral grounds because the 
interests of the shareholders will be sacri- 
ficed for those of other groups. Those who 
view management within the traditional 
motivational framework of profit maximiza- 
tion argue that the exercise of managerial 
powers to benefit anyone but the share- 
holders is illegitimate and not in the best 
interests of society in the long run. 

Kelso and Adler say, “For the manage- 
ment of a corporate enterprise to dispose of 
what rightfully belongs to its stockholders 
without their free, present and affirmatively 
expressed consent is despotism, and it re- 
mains despotism no matter how benevolent 


or wise management is in acting for what it 


thi! 
hol 


ne\ 
fou 


ins 
col 


da 


res 
cri 
th 
th 
So 








MANAGEMENT IDEOLOGY: MYTH AND REALITY / 99 


thinks to be in the ‘best interests’ of its stock- 
holders.” 


New Managerial Elite 


But the most fundamental objection to the 
new orthodoxy is that it strikes at one of the 
foundations of capitalism, the separation of 
political and economic power through the 
institutional device of private property. Ac- 
cording to one line of thought we are in 
danger of coming under the domination of a 
management elite as powerful and as un- 
responsive to the popular will as the bureau- 
cratic industrial leaderships which operated 
the prewar Nazi and Fascist economies and 
the one which controls the contemporary 
Soviet economy. 

This is the eventual outcome predicted by 
James Burnham in his pioneer work The 
Managerial Revolution,” and according to 
sociologist C. Wright Mills we have already 
reached this stage in the United States. Mills 
denies that the American people govern 
themselves economically or politically. He 
thinks that power of a generalized nature is 
concentrated in the hands of a_ political, 
economic, and military elite. Autonomous 
big business management is in the driver's 
seat in the economy and it has a smooth 
working relationship with the warlords and 
the politically powerful.* 


Which Is Right? 

Which is right, classical management 
ideology or the new orthodoxy? The former 
is solidly based on a refined theoretical sys- 
tem, which is itself erected on misleading if 
not invalid assumptions. The latter has more 
claim to realism, but it is not based on any 
theoretical foundation. Of the two, the new 
orthodoxy is less guilty of the fallacy of mis- 
placed concreteness, but it too is described 
and discussed within the frame of reference 
of traditional liberal economic theory which 
treats the economy as a discrete entity not 
subject to the laws of society. 


Man does live in society and he must 


come to grips in some way with social laws 
which are human in origin and application. 
Economic activities are influenced, just as 
every other aspect of man’s social behavior, 
by the society and culture in which he lives. 
To get at the reality of management ideology 
the frame of reference must be a specific 
society with a unique social organization 
and system of values. 


The Strain Theory of Ideology 


The business executive is not a robot who 
functions only within and for the corpora- 
tion. His role as businessman is just one of 
the parts which he plays in the social drama. 
He also participates in society as husband, 
father, neighbor, voter, taxpayer, and citi- 
zen. Associated with each role is a mode of 
behavior which is culturally determined and 
socially recognized. 

The executive must conform to the be- 
havioral norms which apply to his various 
roles in some minimal degree if he is to enjoy 
the benefits bestowed on the individual by 
his society. This is not a simple matter be- 
cause many of the demands made upon him 
in the various roles he occupies are inconsist- 
ent with one another. 

This strains the management role and 
gives rise to stress in the individual.“ 

For instance, a rising junior executive may 
find it expedient to remain silent on a politi- 
cal issue if his views differ with those of his 
superior because an overt difference of 
opinion may hurt his chances for promotion. 
The individual must protect himself against 
the tension produced by conflicts between 
his different roles if he is to survive and 
function effectively in the various areas of 
life in which he participates. 


Separation of Business and Ethics 


One solution is to avoid conflict by keep- 
ing the roles and their associated behavioral 
norms and values in airtight compartments 
so that the contact which is a necessary pre- 
condition for conflict never occurs. This 
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approach to the problem is difficult to main- 
tain, and it is much less common today than 
in previous eras. In The Folklore of Capi- 
talism Thurman Arnold reproduces a news- 
paper report as it appeared in The Washing- 
ton Post on July 12, 1937 of the testimony 
of John E. Edgerton, former president of the 
National Association of Manufacturers, 
before the Senate committee holding hear- 
ings on the Black-Connery wages and hours 


bill in 1937: 


Baldish and grim-faced, his sandy eye- 
brows knitted in a scowl, Edgerton had 
told the committee that he had “allowed” 
a number of grandmothers to work for $6 
a week during the depression “as a human 
thing.” 

Apparently shocked by his testimony, 
both Republicans and Democrats joined 
in close examination of the aggressive wit- 
ness.... 

Edgerton burst out: “Why, I’ve never 
thought of paying men on a basis of what 
they need. I don’t inquire into what they 
want. I pay men for efficiency. 

“Personally I attend to all those other 
things, social welfare stuff, in my church 
work.” (Here the crowd in the hearing 
room roared with laughter.) 

Edgerton, glaring at the spectators, 
sneered: 

“Of course, some people don’t know 
about that sort of thing, church work and 
so... But that’s the feeling side of life, 
church contributions and church work. 
That's not business.” 


Few businessmen today hold such a frag- 
mented view of the world, and not many 
who do would care to admit it. But they have 
the same psychological need as Mr. Edger- 
ton to avoid conflict between values. As 
businessmen they are sometimes compelled 
to take actions which are contrary to the 
demands of their other social roles in the 
family and community. 

Management ideology fulfills the vital 


function of resolving and alleviating the 
anxieties and doubts caused by the conflict 
between business and nonbusiness norms and 
values. Thus management ideology has a 
psychological rather than an economic ori- 
gin. It is an essential part of the executive's 
psychological equipment to meet the de- 
mands of his occupation. This suggests that 
in order to understand the phenomenon of 
management ideology it is necessary to first 
know why there is strain in the management 
role. 


Strain in Management Role 


There must be a high degree of social con- 
trol over management; it is one of the most 
important roles in the social system because 
of the emphasis placed on economic well- 
being in our value system. We are a material- 
istic people in the sense that we place a much 
higher value on human comfort and pleasure 
in the present life than contemplation of a 
life hereafter. 

Sustained economic progress is one of our 
most cherished goals. Consequently, we are 
rationalistic in organizing economic re- 
sources, and we have confidence in man’s 
ability to eventually subjugate nature. Man- 
agement is bound to play a key role in 
achieving the goal states of such a value 
system. 

It is because of the importance of the man- 
agement role that executives feel so much 
strain in their business life that they need 
an ideology. They share this need with 
congressmen, bishops, generals, and other 
individuals to whom society has allocated a 
large measure of power as one of the facili- 
ties to be exercised in the performance of 
their roles. If incumbents of management 
roles had the same degree of control over 
social and nonsocial objects as newsvendors 
there would be as little need for a manage- 
ment ideology as there is for newsvendors’ 
ideology. 

A second cause of strain is the nebulous 
nature of management role expectations. The 
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function of management essentially is to 
organize, coordinate, and direct disparate 
talents and activities to accomplish collective 
goals. This tells us little about what to expect 
from an executive in any particular manage- 
ment situation. There is a wide variety of 
possible approaches to the same manage- 
ment objective, and for this reason manage- 
ment will always be more of an art than a 
science. If the role expectations of manage- 
ment were as explicit and circumscribed as 
those of the occupational role of the mail- 
man, there would be little room for discre- 
tion and the second source of strain would 
not exist. 


Why Managers Are Conservative 


But what is the cause of conflict which 
gives rise to the strain? To answer this ques- 
tion the relationship between society and its 
economic sub-system, within which manage- 
ment functions, must be examined. The 
economy is the sub-system of the society 
which is chiefly concerned with means. It is 
in the political sphere that the question of 
ends is resolved. 

Because of its key role in the economy, 
management is in the forefront of the process 
of adapting economic means to ends. In the 
broadest sense the role expectations of man- 
agement consist of a generalized readiness 
to carry out society's will in the economic 
sphere. The strain arises because of the im- 
possibility of achieving a smooth articulation 
between the ends of societal goal states and 
the means of management role expectations. 

Societal goal states are uncertain in the 
short run because they are formed in the 
crucible of interaction between values and 
events. Values are relatively stable in the 
long run, but events are in constant turmoil. 
Some events continually further the emer- 
gence of goals associated with particular 
values and others hinder them, and it is not 
till long after the battle is over that the turn- 


ing point can be assessed. Society is always 


moving in some direction, but at any one 
time it is difficult to interpret the social drift. 

This is the reason for the conservatism of 
businessmen. Like judges, executives tend to 
be reluctant to exercise their power to take 
the lead in directing the course of social 
change. It seems paradoxical that manage- 
ment is one of the most conservative groups 
in society because it is in the vanguard of 
technological progress. On this point James 
Worthy says, “the philosophy of liberalism 
is by and large more natural and comfortable 
for the modern businessman and better fitted 
to the needs of his role than the philosophy 
of conservatism.” 

This view has much to recommend it, but 
it overlooks the importance for social stability 
of a lag between changes in societal goal 
states and their implementation in the econ- 
omy. If management were to become the 
architect of social progress the economy 
would engulf the society. 

It is part of the burden of management 
that it must forever follow the uneven and 
winding trail of social consensus. Because 
social change is a more or less permanent 
condition and management is by tempera- 
ment and social necessity conservative, there 
will always be strain in the management role. 
When it becomes clear what the social con- 
sensus is, executives adapt their behavior to 
the new status quo and adopt an appropriate 
ideology so that the level of strain in the 
management role can be reduced. 


“The Felt Necessity of the Times” 


Strain in the management role serves the 
invaluable social purpose of forcing execu- 
tives to reorient their role expectations in 
line with the current social drift so that the 
economy is integrated with the rest of 
society. Management ideology is merely the 
reduction gear which enables executives to 
integrate into their business life the changes 
in social goals to which they are made sensi- 
tive by their participation in other spheres 


of life. 
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In his search for the wellsprings of the 
common law, Oliver Wendell Holmes was 
impressed with the turning, twisting con- 
volutions the law had taken historically. He 
concluded that there were no ultimate truths 
which had been successively refined to form 
the corpus of law, but rather the law was a 
reflection of the tortuous path which the 
social organism had traversed. The only 
interpretation consistent with the facts was 
that the law was molded in conformity with 
“the felt necessity of the times.” 

Justice Holmes’ reasoning has just as much 
relevance for management ideology as the 
common law. The classical management 
ideology had a powerful sway over men’s 
minds in the late eighteenth and nineteenth 
centuries because it was consistent with a 
profoundly important shift in direction of 
the social organism. 


For the complementary societal goals of 
social equality and the dignity of the individ. 
ual to be achieved a much more rapid 
development of economic resources than had 
ever occurred in the past was necessary. The 
profit motive was essential to secure the 
degree of motivation required for the suc- 
cessful exploitation of the new technology of 
the Industrial Revolution. 

The mistake made by the classical econo- 
mists was to think that the profit motive is 
instinctual, whereas the truth is that the 
profit motive and all that it stands for can be 
an important motivation only so long as it 
conduces to movement in the direction of 
societal goal states. The current confusion 
over profit maximization versus social re- 
sponsibility of management is simply a re- 
flection of the difficulty of interpreting the 
contemporary social mandate. 
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